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GUEST EDITORIAL 


Mr. Kalman A. Goldring, a New York at- 
torney, writes: “In dealing with a problem of 
construing a section of the Internal Revenue 
Code, I had the thought towards simplification 
of the problem through the use of the A. L. I. 
Restatements.” Below he illustrates the point. 


pe tenene HAS BEEN MUCH TALK of 
the variations between common-law con- 
cepts and tax law concepts (July TAxEs, 
page 594). Federal Courts are/are not 
bound by state law concepts of property. 
Except when attempting to answer a single 
concrete problem, the variation of decision 
can make the average practitioner’s head 
swim. 


The American Law Institute, a compo- 
dium of probably the best legal minds from 
all of the fields of law, has issued a Re- 
statement of the Law in its various common- 
law branches. This is not the law of any 
single state or group of states but merely 
an authoritative attempt to state the format 
of the general body of the common law. It 
is being accepted by the courts in common 
law cases. 


I suggest for simple refiective thought, 
the potential result of a congressional en- 
actment providing that all terms and ex- 
pressions used in the Internal Revenue 
Code, not specifically therein defined, shall 
have the meaning and effect of the same 
terms as defined and explained in the 
A. L. I. Restatement of the Law as it ex- 
isted on June 1, 1945 (or any other date to 
preclude purposeful alteration). 


The results will not always favor either 
the taxpayer or the government but would 
certainly lay a concrete and usable founda- 
tion for the interpretation of the Internal 
Revenue Code. 


I give only one example. Section 811 
(F)(2) of the Internal Revenue Code pro- 
vides: 


“For the purposes of this subsection 


the term ‘power of appointment’ means 


any power to appoint exercisable by the 
decedent alone or in conjunction with 
any person * * *” 

This does not define power of appoint- 
ment. The Regulations, however, provide 
(Sec. 81.24, Reg. 105): 

“The term ‘power of appointment’ in- 
cludes all powers which are in substance 
and effect powers of appointment re- 
gardless of the nomenclature used in 
creating the power and local property 
law connotations. For example, if a 
settlor transfers property in trust for 
the life of his wife, with a power in the 
wife to appropriate or consume the prin- 
cipal of the trust, the wife has a power 
of appointment.” 


The A. L. I. Restatement of the Law of 
Property provides (Section 318): 

“(2) The term power of appointment 
does not include a power of sale, a 
power of attorney, a power of revoca- 
tion, a power to cause a gift of income 
to be augmented out of principal, a power 
to designate charities, a charitable trust, 
a discretionary trust, or an honorary 
trust.” 

I suggest that the Restatement is more in 
accord with the general concepts of prac- 
titioners and of the Congress which passed 
the law than with the Treasury Department. 


My suggestion is that the Restatements, 
as authoritative interpretative tools, might 
effectively plug both loopholes in the Code 
and departmental attempts to unduly and 
improperly extend the statute. They can 
lay a single foundation for the courts, the 
Treasury and the practitioner in approach- 
ing a problem. 


Kalman A. Goldring 
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INCOME TAX CONVENTION WIRE 


AZINE 


E S - AUGUST, 1945 


VOL. 23 NO. 8 


By MITCHELL B. CARROLL 


This article is based on a statement urging approval of the convention which 

Mr. Carroll presented in behalf of the National Foreign Trade Council, Inc., 

at a hearing before a subcommittee of the Senate Committee on Foreign 
Relations, May 23, 1945. 


NDIVIDUALS AND CORPORATIONS 

interested in developing foreign trade and 
investments have supported the ratification 
of the conventions with Great Britain and 
Northern Ireland for the avoidance of double 
taxation and the prevention of fiscal evasion 
with respect to taxes on income and estates 
of deceased persons, which were signed on 
April 16, 1945, in Washington. 


The conversations which resulted in the 
conventions were divided into three phases, 
the first phase of which took place in London 
in the spring of 1944, the second in Wash- 
ington in November and December 1944, 
and the final or drafting phase also in Wash- 
ington. 


The following persons participated in the 
conversations in Washington: 

For the United States: Mr. Eldon P. 
King, Special Deputy Commissioner of In- 
ternal Revenue; Mr. Roy Blough of the 
Treasury Department; Mr. Frederick Live- 
sey of the Office of Economic Affairs, De- 
partment of State; Mr. Herbert P. Fales, 
Foreign Service Officer, Division of Finan- 
cial and Monetary Affairs, Department of 
State; Mr. William V. Whittington, Assistant 
Chief of the Treaty Section, Division of Re- 
search and Publication, Department of State; 
and Mr. P. J. Mitchell, Mr. Adelburt Christy, 
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and Mr. Earl Ruth of the Bureau of In- 
ternal Revenue. 


For the United Kingdom: Sir Cornelius 
Gregg, Mr. S. P. Chambers, and Mr. J. R. 
Willis of the British Board of Inland Reve- 
nue; and Mr. M. E. Bathurst, First Secretary 
ot the British Embassy. Sir Cornelius and 
Mr. Chambers returned to London in De 
cember at the conclusion of the second phase 
of the conversations. 


American business enterprises have long 
encouraged the conclusion of treaties to ac 
commodate the conflicting provisions in the 
tax laws of two different countries so as to 
prevent the overlapping jurisdiction over the 
same income or property and consequent 
double taxation. The treaties previously con- 
cluded by the United States with other coun- 
tries for the prevention of double taxation 
of income are the convention with France 
signed April 27, 1932, and the one signed 
July 25, 1939, which superseded the former, 
the convention with Sweden signed March 
23, 1939, and the one with Canada signed 
March 4, 1942. These treaties are expected 
to facilitate the resumption of trade now 
that the European war is ended. The con 
vention of June 8, 1944, with Canada, to 
prevent double taxation in the field of estate 
taxes and succession duties, has protected 
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EAT BRITAIN 


direct investments by individuals and ob- 
viated any need for recourse to such ex- 
pedients as intermediate companies. With 
this background, the two conventions with 
the United Kingdom were concluded. 


These two conventions supplement one 
another. In the field of estate taxes as well 
as income taxes the accumulation of the 
burdens of both countries on the same prop- 
erty or income often exceeds 100 per cent 
of the amount involved; and the failure to 
provide for relief from the confiscatory effect 
of such cumulative burdens in the case of 
death taxes would tend to nullify the benefits 
to be derived from the convention to prevent 
double taxation of income. Only the income 
tax convention will be discussed herein and 
the death tax convention will be covered in 
a subsequent article. 


Basic Principles 


It may be stated that the convention with 
Great Britain and Northern Ireland concern- 
ing income taxes? embodies certain general 
principles of tax jurisdiction over the income 
of foreign enterprises which are already in- 
corporated in the existing treaties to which 
the United States is a party, and in some 
sixty conventions between various pairs of 
European states, which were concluded be- 
fore World War II but presumably in many 
cases are now in effect. 


The basic principle is that one country 
should not tax an enterprise of the other 
contracting state unless it has in its territory 
a permanent establishment such as a branch 
office or a factory. This principle is found 
in Article III of the income tax convention 


_ 


7S. Executive D, 79th Cong. 1st Sess. 
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with Great Britain and Northern Ireland, 
and a definition of permanent establishment 
is found in sub-paragraph (1) [el] of para- 
graph (1) of Article II. The concept of a 
permanent establishment has been built up 
after a number of years of study by the 
Fiscal Committee of the League of Nations 
and is reflected, with only minor variations, 
in the various treaties previously mentioned. 
Thus, in the treaty with Great Britain it is 
defined to mean “a branch, management, 
factory, or other fixed place of business, but 
does not include an agency unless the agent 
has, and habitually exercises, a general au- 
thority to negotiate and conclude contracts 
on behalf of such enterprise or has a stock 
of merchandise from which he regularly 
fills orders on its behalf.” In other words, 
the term “permanent establishment” con- 
notes a projection of the foreign enterprise 
itself into the territory of the taxing state 
in a substantial and enduring form. It does 
not include occasional transactions. Carry- 
ing out this thought, the definition provides 
in substance, for example, that an enterprise 
of the United States shall not be deemed to 
have a permanent establishment in London 
merely because it carries on dealings through 
a bona fide commission agent, broker or 
custodian in England acting in the ordinary 
course of his business as such. This would 
preclude a recurrence of the attempt on the 
part of the United Kingdom authorities to 
tax American companies marketing raw 
materials in England through regular com- 
mission agents or brokers such as was done 
after the last war and was stopped, after 
protest and litigation, by an amendment to 
the United Kingdom Income Tax Act of 
1918 (Finance Act, 1925, Section 17). 


Corollary of Reciprocal Exemption 
of Transactions on Exchanges 


More or less as a corollary of this prin- 
ciple, American citizens and corporations 
have not been subject to tax on gains de- 
rived from transactions in securities on the 
London Stock Exchange, and the existence 
of this exemption under the laws of the 
United Kingdom, as well as under the laws 
of other foreign countries, was one of the 
reasons for the amendment adopted in the 
Revenue Act of 1936 exempting nonresident 
aliens and foreign corporations from gains 
derived from securities or commodities on 
American exchanges as long as the nonresi- 
dent alien or foreign corporation was not 
engaged in trade or business and had no 
office or place of business in the United 
States. This principle is now found in sec- 
tion 211 (a) (1) (A) and section 231 (a) 
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(1), I. R.-C., except that the qualifying 
clause has been amended to read “not en- 
gaged in trade or business within the United 
States”. 

Correspondingly, Article XIV of the con- 
vention provides that a resident of the United 
Kingdom not engaged in trade or business 
in the United States shall be exempt from 
United States tax on gains from the sale 
or exchange of capital assets. The phrase 
“a resident of the United Kingdom” is de- 
fined in subparagraph (g) of paragraph (1) 
of Article II to include any person (other 
than a citizen of the United States or a 
United States corporation who is a resident 
in the United Kingdom for the purposes of 
the United Kingdom tax and not resident 
for the purposes of the United States tax. 
A corporation is to be regarded as resident 
in the United Kingdom if its business is 
managed and controlled in that country. 
Hence, the benefit of this exemption does 
not extend to United States citizens or cor- 
porations even though they are resident in 
England, nor to a citizen of the United 
Kingdom who under our law is regarded as 
resident in the United States. 


The concept of residence as set forth in 
Regulations 111? relating to the United States 
income tax is so broad that in normal cir- 
cumstances it should preclude any abuse of 
this provision. 


Other Limitations on Permanent 
Establishment Concept 


To complete the definition of “permanent 
establishment”, it may be noted that the 
definition in subparagraph (1) [el] of para- 


2 Section 29.211-2 of Regulations 111 states that 
“‘An alien actually present in the United States 
who is not a mere transient or sojourner isa 
resident of the United States for purposes of 
the income tax. Whether he is a transient is 
determined by his intentions with regard to 
the length and nature of his stay. A mere 
floating intention, indefinite as to time, to re- 
turn to another country is not sufficient to con- 
stitute him a transient. If he lives in the United 
States and has no definite intention as to his 
stay, he is a resident. One who comes to the 
United States for a definite purpose which in its 
nature may be promptly accomplished is a 
transient; but if his purpose is of such a nature 
that an extended stay may be necessary for its 
accomplishment, and to that end the alien makes 
his home temporarily in the United States, he 
becomes a resident, though it may be his inten- 
tion at all times to return to his domicile abroad 
when the purpose for which he came has been 
consummated or abandoned. An alient whose 
stay in the United States is limited to a definite 
period by the immigration laws is not a resi- 
dent of the United States within the meaning 
of this section, in the absence of exceptional cir- 
cumstances.’’ 
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graph (1) of Article II of the convention 
contains two further limitations. In the 
first place, it shall not include a fixed place 
of business exclusively for the purchase oj 
goods or merchandise. This has the effect 
of protecting the export of merchandise 
from the imposition of an income tax ona 
profit arbitrarily imputed to the mere act 
of purchasing. In the second place, the 
term does not include a subsidiary corpo- 
ration, whether organized under the laws 
of the taxing state or organized under the 
laws of the state of the parent corporation 
but engaged in trade or business in the ter- 
ritory of the taxing state through a permanent 
establishment or otherwise. This precludes 
disregarding the separate legal existence of 
the subsidiary in order to reach through it 
the parent. 


The foregoing clause, however, does not 
prevent applying section 45 of our Internal 
Revenue Code so as to assure a fair allo- 
cation of profits between the parent and the 
subsidiary, especially as Article IV of the 
convention embodies the principle contained 
in that section of our law. This section 
states in substance that where, for example, 
a British company by reason of its partici- 
pation in the management, control or capital 
of an American company makes with or im- 
poses on the latter, in their commercial or 
financial relations, conditions different from 
those which would be made with an inde- 
pendent enterprise, any profits which would 
but for those conditions have accrued to 
one of the enterprises, but by reason oi 
those conditions have not so accrued, may 
be included in the profits of that enterprise 
and taxed accordingly. Hence, the Treasury 
now has recognition of its powers under 
section 45 to assure the proper allocation oi 
profits as between an American subsidiary 
and a British parent corporation. 


Test of Dealing on Arm’s-Length Basis 


The test of dealings with an independent 
enterprise is also applicable in dealings be- 
tween a principal establishment in one coun- 
try and a permanent establishment in the other 
country; for example, if an English enter- 
prise has a permanent establishment in New 
York, under paragraph (3) of Article Ill 
there shall be attributed to the New York 
branch the industrial or commercial profits 
which it might be expected to derive if it 
were an independent enterprise engaged in 
the same or similar activities under the 
same or similar conditions and dealing at 
arm’s length with the enterprise of which it 
is a permanent establishment, and the profits 
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so attributed shall, subject to the law of the 
country in question, be deemed to be income 
from sources within its territory. However, 
in accordance with the exception from the 
definition of a permanent establishment pre- 
viously stated, paragraph (4) of Article III 
stipulates that no profit shall be deemed to 
arise from the mere purchase of goods or 
merchandise within a territory of said coun- 
try (par. (4), Art. III, Convention). 


This principle of allocation was taken 
from a model convention ® on the allocation 
of business income for tax purposes ap- 
proved by a group composed mostly of high 
officials of the tax administration of the 
leading commercial countries, which em- 
bodied the results of a world-wide survey 
of allocation methods conducted under the 
auspices of the Fiscal Committee of the 
League of Nations and concluded in, 1933.4 
The idea is to require the branch to keep 
separate accounts reflecting the results of 
its transactions on the same basis as if it 
were a Separate entity. This principle is in- 
herent in the rules of allocation contained in 
section 29.119-12 of Regulations 111. 


Special Rule for Shipping and Air 
Navigation Enterprises 


Ever since the Revenue Act of 1921, the 
United States has applied the principle of 
reciprocal exemption to shipping profits. 
This has been incorporated in many execu- 
tive agreements with practically all the other 
maritime countries and has been confirmed 
in the tax conventions with France, Canada 
and Sweden. As between the United King- 
dom and the United States, the regime was 
introduced by an exchange of notes dated 
August 11, 1924; November 18, 1924; No- 
vember 26, 1924; January 15, 1925; February 
13, 1925; and March 16, 1925. 


The principle has been extended to air 
navigation profits in our conventions with 
Sweden, Canada and France, and Article V 
of the convention with Great Britain now 
applies the principle to air navigation profits 
as well as to maritime shipping income, thus 
taking these types of enterprises out of the 
scope of Articles III and IV dealing with 
industrial, commercial, banking and other 
business enterprises. 

Accordingly, no United Kingdom tax will 
be payable on the profits which a citizen of 
the United States not resident in the United 


* League of Nations, Fiscal Committee Report 
to the Council on Fourth Session, June 26, 1933, 
and on the Fifth Session, June 17, 1935. 
my League of Nations, Taxation of Foreign and 
National Enterprises, Vols. I-V. 
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Kingdom, or a United States corporation, 
derives from operating ships documented or 
registered under the laws of the United 
States. 


Dividends 


One of the most troublesome problems 
arising in our tax relations with the United 
Kingdom has been the treatment of divi- 
dends under the United Kingdom income 
tax act. While under our tax law a corpo- 
ration is first taxable as such on its net 
income, and then the shareholder is taxable 
on the basis of his taxable income inclusive 
of dividends, the British look upon the cor- 
poration as a means of collecting at source 
the standard rate of income tax which is 
borne by the taxpayer. This is due to the 
fact that the United Kingdom income tax 
was first introduced during the wars against 
Napoleon, when the concept of the corpo- 
ration as a separate corporate entity was 
not well established and it was regarded 
rather as a “body of persons.” While a cor- 
poration was required to pay the standard 
rate of tax on its statutory income in the 
first instance, it was entitled to pass the 
tax on to the shareholder who treated as his 
income the full amount of the dividend dis- 
tributed to him, i.e., inclusive of the standard 
rate of tax appropriate thereto, and this 
gross amount was included in his income 
subject to surtax. 


While our courts have treated the British 
standard rate as equivalent to our corpora- 
tion tax, they have, nevertheless, acknowl- 
edged that it is added to the income subject 
to surtax, and this has given rise to serious 
difficulties and unfairness in applying the 
credit for foreign taxes allowable under sec- 
tion'131, I. R. C. As a consequence, although 
an American corporation owning a majority 
of stock in a British company has been en- 
titled to claim the credit for the British tax 
against its American tax under section 131(f), 
the American corporation owning a mi- 
nority interest in a British company and the 
American individual shareholder have been 
denied the credit. 


Today a British corporation is subject 
first, to the National Defence Contribution 
of 5 per cent, to the excess profits tax of 
100 per cent on the income exceeding the 
standard profits, and the balance of the in- 
come is subject to the standard rate of 
income tax equivalent to 50 per cent. Not 
taking into account the excess profits tax, 
the earnings of a British company are there- 
fore subject to the National Defence Contri- 
bution of 5 per cent, and then to the standard 
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rate of 50 per cent, making roughly a total 
of 55 per cent. 


Without considering the American excess 
profits tax, an American corporation today 
pays a normal tax of 24 per cent and surtax 
of 16 per cent, making a total of 40 per cent, 
and when dividends are distributed to a 
resident of England, 30 per cent is withheld. 


Thus, without taking into account the ex- 
cess profits taxes of both countries, income 
flowing from a British corporation to an 
American shareholder is subject to taxes 
totalling approximately 55 per cent, while 
income flowing from an American corpora- 
tion to a British citizen residing in England 
is subject to taxes of 24 per cent plus 16 per 
cent plus 30 per cent, or roughly of 70 per cent. 

Article VI of the convention very wisely 
establishes an approximate equality of treat- 
ment of dividend income moving in each 
direction. A resident of the United States 
not engaged in trade or business in the 
United Kingdom or subject to the United 
States tax with respect to dividends from 
an English company is regarded as bearing 
in effect the British National Defence Con- 
tribution and standard rate of 55 per cent, 
but is specifically exempted from United 
Kingdom surtax (par. (2) Art. VI, Con- 
vention). 

To arrive at an equivalence of burden, a 
British subject resident in the United King- 
dom, who is not engaged in trade or 
business in the United States but is subject 
to the United Kingdom income tax on divi- 
dends received from an American company, 
is regarded as bearing United States normal 
tax and surtax totalling 40 per cent, but the 
additional tax withheld from the dividend 
as such is not to exceed 15 per cent, making 
a total maximum burden of 55 per cent. 


Provisions of Special Clause 


A special clause envisages a British cor- 
poration controlling, directly or indirectly, at 
least 95 per cent of the entire voting power 
in the dividend-paying American corpora- 
tion, not more than 25 per cent of the gross 
income of which American corporation is 
derived from interest and dividends other 
than interest and dividends received from 
its own subsidiary corporations; 
3ritish corporation shall not be subject to 
tax on dividends as such in excess of 5 per 
cent unless the relationship of the two 
corporations has been rendered or is main- 
tained primarily with the intention of se- 
curing such reduced rate, in which case the 
withholding rate is 15 per cent (par. (1), 
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Art VI of the Convention). Having in mind 









































































































































































































































































simi 
the possibility that rates may be amended, paid as 
the third paragraph of Article VI permits the pr 
either contracting party to terminate this [B design 
article by giving written notice of termina- § names 
tion to the other contracting party through ff from : 
diplomatic channels on or before the thir- § py a r 
tieth day of June in any year after the year § not e1 
1945, and, in such an event, paragraph (1), § Unitec 
reducing the American rate to 15 per cent § Unitec 
according to the case, shall cease to be effec- § amour 
tive as to the United States on and after § Kingd 
the first day of January, and paragraph (2), § ciproc 
exempting British dividends from surtax, § not e¢1 
shall cease to be effective as to the United — Unite: 
Kingdom tax on and after the 6th day of § dom t 
April, in the year next following that in § source 
which such notice is given. Unite 
3V 
Patent and Copyright Royalties intere 
Ever since the movement to prevent in- § * Uni 
ternational double taxation was started in the § "".' 
first decade after World War I, the British trollir 
Government has favored the principle of § P .“ 
exempting income at source and taxing it § 2? 
solely at the residence of the recipient, as is pects : 
shown by the tax agreements between the King 
United Kingdom and the Irish Free State busin 
which are based exclusively on that prin- § /°**t ' 
ciple. This principle has been incorporated ik 
in the tax convention with Great Britain °° 
and Northern Ireland in regard to interest As 
and royalties on patents, copyrights and the § cerni 
like. Thus, Article VII of the convention § to in 
provides that interest on all kinds of in- § ture 
debtedness, including bonds, securities, notes 
and debentures derived from sources within Ren 
the United Kingdom by a resident of the 
United States who is not engaged in trade A 
or business in the United Kingdom but is J trom 
subject to the United States tax on such in- J toun 
terest, shall be exempt from the United § area 
Kingdom tax. By way of exception, the § respe 
exemption shall not apply to interest paid § or o 
by a corporation resident in the United § and | 
Kingdom to a United States corporation § teres 
controlling, directly or indirectly, more than § with 
50 per cent of the entire voting stock in the J who 
paying corporation. Nor shall the exemp- § ¢ngz 
tion apply in the case of a United States § Kin; 
citizen, corporation or partnership engaged § with 
in trade or business in the United Kingdom, § shal 
such taxpayers remaining subject to taxa- § sour 
such a tion in Great Britain or Northern Ireland in ff fenc 
C accordance with the existing practice of col- § stan 
: lection at source. exe! 
(par 
5 Agreements of April 14, 1926, and April 25. ing] 
1928, League of Nations, Collection of Interna- sive 
tional Agreements and Internal Provisions for 
the Prevention of Double Taxation and Fiscal by 
Evasion, Vol. I, pp. 56 and 58. eng 
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Similarly, royalties and other amounts 
paid as considerations for the use of, or for 
the privilege of using, copyrights, patents, 
designs, secret processes and formulae, trade 
names and other like property, and derived 
from sources within the United Kingdom 
by a resident of the United States, who is 
not engaged in trade or business in the 
United Kingdom but who is subject to 
United States tax on such royalties or other 
amounts, shall be exempt from United 
Kingdom tax (Art. VIII, Convention). Re- 
ciprocally, a resident of the United Kingdom 
not engaged in trade or business in the 
United States but subject to United King- 
dom tax on such interest or royalties from 
sources in this country shall be exempt from 
United States tax. 


3v way of exception, the exemption for 
interest shall not apply to interest paid by 
a United States corporation to a corpora- 
tion resident in the United Kingdom con- 
trolling, directly or indirectly, more than 50 
per cent of the entire voting power in the 
paying corporation. Moreover, British sub- 
jects and corporations resident in the United 
Kingdom which are engaged in trade or 
business in the United States remain sub- 
ject to taxation under our law as provided, 
respectively, in sections 211 (b) and 231 (b), 
LR: €. 


As used in the foregoing provision con- 
cerning royalties, the term shall be deemed 
to include rentals in respect of motion pic- 
ture films. 


Rentals and Mining Royalties 


A special provision concerning rentals 
from real property and mining royalties is 
found in Article IX of the convention. They 
are assimilated to dividends in that royalties in 
respect of the operation of mines or quarries 
or of other extraction of natural resources, 
and rentals from real property or from an in- 
terest in such property, derived from sources 
within the United Kingdom by an individual 
who is a resident of the United States not 
engaged in trade or business in the United 
Kingdom but subject to United States tax 
with respect to such royalties and rentals, 
shall remain subject to collection of tax at 
source in England (i.e., the National De- 
lence Contribution of 5 per cent and the 
standard rate of 50 per cent) but shall be 
exempt from the United Kingdom surtax 
(par. 2, Art. IX, Convention). Correspond- 
ingly, if such royalties or rentals are de- 
rived from sources within the United States 
by a resident of the United Kingdom not 
engaged in trade or business in the United 


Tax Convention with Great Britain 


States but subject to the United Kingdom 
tax, such royalties or rentals shall be sub- 
ject to a maximum withholding rate in the 
United States of 15 per cent. This reduction 
to 15 per cent of the rate applicable to gross 
mineral royalties and to gross real property 
rentals derived from United States sources 
by residents of the United Kingdom is con- 
sidered as equivalent to the rate of 50 per 
cent upon net rentals flowing from the United 
Kingdom to the United States (letter from 
the Department of State to the President, 
dated April 16, 1945, contained in the mes- 
sage from the President to the Senate, 79th 
Congress, Ist Session, Executive D, page 4). 


Compensation for Personal Services 


A provision intended to encourage visits 
of businessmen from one country to the 
other is found in Article XI. Under the 
United Kingdom income tax act as it now 
exists, an American citizen who goes to 
England on business is taxable in respect of 
his income earned there even during a very 
short visit, but, under paragraph 2 of Ar- 
ticle XI of the convention, an individual 
normally resident in the United States shall 
be exempt from the United Kingdom tax 
on profits, emoluments or other remunera- 
tion in respect of personal (including pro- 
fessional) services performed within the 
United Kingdom in any year of assessment 
(beginning April 6) if (a) he is present in 
the United Kingdom for a period or periods 
not exceeding in the aggregate 183 days 
during that year, and (b) if such services 
are performed for or on behalf of a person 
resident in the United States (the term 
“person resident in the United States” 
means any individual who is resident 
in the United States for the purposes of 
United States tax and not resident in the 
United Kingdom for purposes of United 
Kingdom tax, and any United States cor- 
poration and any partnership created or 
organized in or under the laws of the United 
States, being a corporation or partnership 
which is not resident in the United King- 
dom for purposes of the United Kingdom 
tax). (Sub-par. (h) of par. (1) of Art. II, 
Convention.) A corporation is to be re- 
garded as resident in the United Kingdom 
if its business is managed and controlled in 
that country (subpar. (g), tbid.). This pro- 
vision applies reciprocally to a resident of 
the United Kingdom who comes to the 
United States to perform personal (includ- 
ing professional) services during the taxable 
year within the United States (par. (1), 
Art. IX, Convention). 
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The foregoing exemption does not apply 
to the compensation, profits, emoluments 
or other remuneration of public entertainers 
such as stage, motion picture or radio art- 
ists, musicians and athletes. 


In contrast to the foregoing provision 
concerning private employment, remunera- 
tion payable by the government of one coun- 
try to one of its citizens rendering official 
services in the other country shall be exempt 
in the other country, and therefore subject 
to tax under the laws of his home country. 
This provision is found in Article X of the 
convention, which applies similarly to gov- 
ernmental pensions. Private pensions and 
life annuities are taxable in the country in 
which the recipient resides, under Article 
XII of the convention. 


Prevention of Double Taxation 


We have seen how, in the case of interest 
and patent and copyright royalties, as well 
as in certain other items of income, double 
taxation is prevented through exempting 
such income in the country of source and 
leaving it taxable in the country of residence 
of the recipient. However, in the case of 
business income attributable to a permanent 
establishment, dividends distributed by a 
corporation, rentals and mining royalties, 
the income is taxable at source and may 
again be taxable in the other country where 
the recipient is resident. Moreover, citizens 
of the United States, even though resident in 
England, and United States corporations, 
are fully subject to the American tax. To 
provide relief from double taxation, Article 
XIIJ of the convention states that, subject 
to section 131 of the United States Internal 
Revenue Code as in effect on the first day 
of January, 1945, which imposes strict limits 
on the credit allowable, the United Kingdom 
taxes (including the National Defense con- 
tribution, the excess profits tax, and the in- 
come tax, including surtax) are allowable as 
a credit against the United States income 
taxes (including surtaxes and excess profits 
taxes, according to the case). For this pur- 
pose, the recipient of a dividend paid by a 
corporation which is a resident of the United 
Kingdom shall be deemed to have paid the 
United Kingdom income tax appropriate to 
such dividend if such recipient elects to in- 
clude in his gross income for the purposes 
of United States tax the amount of such 
United Kingdom tax. 


Correspondingly, paragraph (2) of Article 
XIII envisages the enactment of legislation 
in the United Kingdom whereby the United 
States tax payable in respect of income from 
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sources within this country shall be allowed 
as a credit against the United Kingdom tax 
payable in respect of the income in question, 
Where such income is an ordinary dividend 
paid by a United States corporation, such 
credit shall take into account (in addition 
to any United States income tax deducted 
from or imposed on such dividend) the 
United States income tax imposed on such 
corporation in respect of its profits, and 
where such income is a dividend paid on 
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participating preference shares and repre- ager 
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tional participation in profits, such tax on — : 
profits shall likewise be taken into account ae | 
in so far as the dividend exceeds such ane < 
tax cor 
fixed rate. oak tt 
For the purposes of this relief from double § yyy] 
taxation, compensation, profits, emoluments Kingd 
and other remuneration for personal (in- 
cluding professional) services shall be deemed Fiscal 
to be income from sources within the terri- aa 
tory of the contracting party where such To < 
services are performed. This is a principle § visions 
of allocation already incorporated in section § to pre 
119 (a) (3) of the United States Internal § conver 
Revenue Code. inform 
by a 
Extraterritorial Taxation—Settlement § S°"c¢ 
of Pending Cases = 
The convention also contains certain pro- § able t 
visions to overcome the effect of sections in § Kingd 
the United States law which invade what § forma 
might be regarded as the tax jurisdiction § than 
of England. For example, under section 119 § the P 
(a) (2) (B), dividends paid by a British § p. 5) 
corporation to nonresident aliens or corpo- § mater 
rations are arbitrarily treated as income § domes 
from sources within the United States, and § and, 
therefore taxable by the United States if able 
50 per cent or more of the income of the Unite 
British corporation has been derived from § specif 
sources in the United States. This is true J excha 
even though the recipient of such dividends § shall 
and the British corporation are not resident § than 
in the United States. No corresponding and ¢ 
‘ provision is found in the United Kingdom §f of th 
law, and such taxation on the part of this § ‘orm 
country has naturally been criticized as disel< 
having an extraterritorial character. This 
extraterritorial taxation has already been J Ac. 
abandoned in the existing income tax con- [R 
vention with Canada in so far as residents § ° 
of Canada, who are not citizens of the A 
United States, are concerned. the { 
Similarly, Article XV of the convention § XXI 
with the United Kingdom exempts divi- § contr 
dends and interest paid on or after the first § the t 
day of January, 1945, by a United Kingdom § be s 
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corporation, except where the recipient is a 
citizen or a resident of the United States or 
a United States corporation. Likewise, 
Article XVI terminates the application of 
the personal holding company provisions of 
the United States Internal Revenue Code 
to United Kingdom corporations which are 
controlled, throughout the last half of the 
taxable year, by individuals who are resi- 
dents of the United Kingdom. 


Prior to the Revenue Act of 1936, a num- 
ber of claims against residents and corpora- 
tions of the United Kingdom arose because 
of the efforts of the United States to subject 
them to its taxes on capital gains. A fair 
basis of settlement was incorporated in the 
tax convention with Canada (Article XIV), 
and the same basis is embodied in Article 
XVII of the convention with the United 
Kingdom. 


Fiscal Cooperation 


To assure the proper application of pro- 
visions for relief from double taxation and 
to prevent tax evasion, Article XX of the 
convention provides, upon a reciprocal basis, 
information with respect to income derived 
by a resident of the United States from 
sources in the United Kingdom, as well as 
information in cases of specific taxpayers 
with respect to whom information is avail- 
able to the revenue authorities of the United 
Kingdom. While the British system of in- 
formation at source is less comprehensive 
than that employed in the United States, 
the President’s message to the Senate (supra, 
p. 5) states that the principle here adopted 
materially complements the United States 
domestic system of information at the source 
and, it is anticipated, will be of consider- 
able utility in the administration of the 
United States revenue laws. Article XX 
specifically provides that any information so 
exchanged shall be treated as secret and 
shall not be disclosed to any persons other 
than those concerned with the assessment 
and collection of taxes which are the subject 
of the present convention, and that no in- 
formation shall be exchanged which would 
disclose any trade secret or trade process. 


Assurance of Equal Treatment 
of Residents 


A sound principle of nondiscrimination in 
the field of taxes is incorporated in Article 
XXI, under which the nationals of one of the 
contracting parties shall not, while resident in 
the territory of the other contracting party, 
be subjected therein to other or more bur- 


densome taxes than are the nationals of 
such other contracting party resident in its 
territory. It is to be noted that this applies 
only to residents and not to nonresidents, 
and therefore it does not affect the with- 
holding rate applicable to nonresident aliens 
and foreign corporations not engaged in 
trade or business within the United States 
under sections 211 (a) (1) and 231 (a) (1), 
1, RC. 


The term “nationals” means, in relation 
to the United Kingdom, all British subjects 
and British-protected persons from the 
United Kingdom or any territory with re- 
spect to which the present convention is 
applicable. In relation to the United States, 
the term includes United States citizens, 
and all persons under the protection of the 
United States, from the United States or 
any territory to which the present conven- 
tion is applicable. The term also includes 
all legal persons, partnerships and associa- 
tions deriving their status as such from, or 
created or organized under, the laws in 
force in any territory of the contracting 
parties to which the present convention 
applies. 


For the purpose of this article, the word 
“taxes” means taxes of every kind or de- 
scription, whether national, federal, state, 
provincial or municipal. Although previ- 
ously conventions for the avoidance of dou- 
ble taxation have been limited to federal 
taxes, it is considered appropriate to extend 
this provision to state and local taxes, be- 
cause it has already been incorporated in 
many commercial or general-relations treat- 
ies to which the United States has been a 
party. 


Extension of Convention to 
Territorial Possessions 


An interesting innovation is found in 
Article XXII which lays the basis for the 
application of the convention to colonies, 
overseas territories, and certain other areas 
over which authority is exercised by the 
respective governments. Thus, the conven- 
tion could be made applicable to British col- 
onies or other territories which have tax 
systems closely analogous to those existing 
in the United Kingdom, if their respective 
governments so elect. 


Correspondingly, overseas possessions of 
the United States such as Puerto Rico will 
be free to elect to come within the scope of 
the convention, if they see fit. 


[Continued on page 743] 
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N THE CASE of Uni-Term Stevedoring 

Co., Inc., 3 TC 917 (1944)?, the Commis- 
sioner of Internal Revenue prevented a tax- 
payer from obtaining immediate Tax Court 
review of its claim for excess profits relief 
under Section 722 of the Internal Revenue 
Code on the theory that Section 722 was 
not in any way involved in a proceeding 
based upon an ordinary notice of deficiency 
under Section 729(a) of the Code. In han- 
dling the settlement of cases, however, the 
Technical Staff has on a number of occa- 
sions departed from this theory by demand- 
ing as a condition of settlement a collateral 
agreement waiving all right to seek Section 
722 relief for the year in question. 

The form of collateral agreement in cur- 
rent use reads substantially as follows: 


The undersigned has proposed that its Fed- 
eral income tax, declared value excess profits 
tax and excess profits tax liabilities for the 
year , the determination of which is 
pending before The Tax Court of the United 
States in Docket No. , be settled on the 
basis of deficiencies of ; and 

; . respectively. It has executed a stipu- 
lation which includes the above proposal, to be 
filed with The Tax Court. 

If the excess profits tax liability for the year 

is finally determined on the basis out- 
lined above, then, in that event, as a part of 
the consideration for such settlement, the under- 
signed hereby agrees not to file or prosecute 
any claim for refund or application for relief 
under Section 722 of the Internal Revenue Code 
for the year ...... 
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The request for such an agreement may 
be made under three different kinds of cir- 
cumstances: 


1. Where a Section 722 claim has been filed 
and considered. 


Where a Section 722 claim has been filed 
and it enters into the settlement negotia- 
tions, the taxpayer cannot complain of un- 
fair treatment if the Technical Staff wishes 
to examine the claim on its merits and to 
effect a settlement disposing of both the 
claim and the issues raised before the Tax 
Court. Presumably, the taxpayer will hold 
out for greater concessions on the issue in 
litigation as the price of the Section 722 
waiver. 

Procedurally, however, this practice is open 
to question. Section 722 adjustments sel- 
dom affect only the year involved before 
the Tax Court. Usually they cut across all 
years beginning with 1940. In most cases 
a collateral agreement waiving the right to 
seek relief for a particular year does not 
relieve the Bureau of any of the burden of 
processing a Section 722 claim. 

As the Tax Court pointed out in the 
Uni-Term Stevedoring Company case, “Con- 
gress separately provided a procedure for 
the consideration of relief under 722, for the 
determination by the Commissioner of the 


1 CCH Dec. 13,947. 
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Mr. Arent is a member of the Bar of New York State and the District 
of Columbia, and is practicing law in Washington, D.C. Before entering 
private practice, Mr. Arent served successively as attorney in the Office 
of the Chief Counsel, Bureau of Internal Revenue; Counsel to the Indian- 


MT 


apolis office of the Technical Staff; Special Assistant to the Attorney 
General of the United States; and Chief Trial Attorney, Alien Property 


Unit, Department of Justice. 


extent te which relief should be granted, 
and for review of that determination by this 
Court under certain circumstances.” Thus, 
the question of Section 722 relief has no 
place in settlement negotiations centering 
around a specific proceeding in the Tax 
Court in which no claim for such relief has 
been, or can be, raised. 


2. IVhere no Section 722 claim has been 
filed. 

Where no Section 722 claim has been 
filed at the time of settlement negotiations, 
the Bureau has little or no opportunity to 
evaluate the taxpayer’s rights under the sec- 
tion and it is evident that the taxpayer has 
been given no substantial concession on the 
issues in controversy in return for his waiver. 
If the Staff member insists upon the execu- 
tion of the agreement as a condition of 
settlement, the taxpayer’s counsel must hur- 
riedly plunge into the extensive and compli- 
cated investigations and analyses without 
which he cannot render a sound evaluation 
of the taxpayer’s right to Section 722 relief. 
Under the statute he would have two vears 
after payment of the tax within which to 
accomplish this. And in the next few years 
all of us, with the aid of the courts, are 
going to learn a lot about what does and 


what does not make a successful Section 722 
claim. 


Safeguard Your Rights to Relief 


3. Where Section 722 does not enter into the 
settlement negotiations. 


Occasionally settlement negotiations are con- 
cluded without even a mention of Section 
722, and the taxpayer or his representative 
is taken completely by surprise when, upon 
signing the stipulation of deficiency, he is 
also asked to execute the collateral agreement. 
Under these conditions there is no reason to 
believe that the Bureau has treated the tax- 
payer any more generously on the issues in con- 
troversy because it expected him to waive valu- 
able rights under Section 722. Aside from the 
question of fair consideration for the rights 
waived, certainly the taxpayer has reason to 
protest that this is an inappropriate time to 
inject a new issue. I doubt that the Techn- 
nical Staff officially sanctions the requirement 
of a waiver under such circumstances. In one 
case within my experience the stipulation of 
deficiency was accepted without insistence upon 
execution of the collateral agreement when it 
was pointed out that Section 722 had not en- 
tered into the settlement discussions. 


The practice described may be an inadver- 
tent outgrowth of the traditional and thor- 
oughly justifiable Technical Staff practice 
of requiring collateral agreements where other 
tax years are affected by adjustments which 
enter into settlements for the year in contro- 
versy. The Staff should abandon its use of the 
Section 722 collateral agreement. [The End] 
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The subject of res judicata, instead of serving as an element of peace and preventing 


litigation between the government and the taxpayer, may be likened to Pandora’s famous 
box of mythology from whose dark depths escaped all human ills. This allegory was used 


by one court when the rule came before it. 


N VIEW OF THE INFALLIBILITY 

with which Tax Court opinions are now 
endowed by virtue of several recent Supreme 
Court cases,’ the recent decisions of the Tax 
Court in Linen Thread Co., Ltd., 4 TC 802, 
(February 21, 1945) [CCH Dec. 14,405] and 
Arundel-Brooks Concrete Corp., 4 TC —, No. 
113, (March 7, 1945) [CCH Dec. 14,429], 
should be of more than general interest. These 
cases illustrate the Tax Court’s interpreta- 
tion of Tait v. Western Maryland Railway 
Co.? in the light of Blair v. Commissioner,® 
and are the most recent expressions of its 
attitude toward the doctrine of res judicata. 


It will be remembered that Tait v. Western 
Maryland Railway Co. reaffirmed the rules 
that the doctrine of res judicata was ap- 


1 Dobson v. Commissioner, 320 U. S. 489 [44-1 
ustc § 9108]; Scottish American Investment Co. 
v. United States, 323 U. S. 119 [44-2 ustc f 9530]; 
Merrill v. Fahs, 323 U. S. — (decided 3/5/45) 
[45-1 ustc § 10,180]. 

2289 U. S. 620, (1933) [3 ustc J 1109]. 

3300 U. S. 5, (1937) [37-1 uste J 9083]. 
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Several other courts are holding as follows: 


plicable to tax cases and held that if the facts 
and circumstances surrounding the trans- 
action remain the same from year to year, 
once a question has been litigated between 
a taxpayer and the government, both parties 
are bound by that decision even though a 
different tax year is involved. 


In Blair v. Commissioner, supra, a decision 
for the tax year 1923 was based upon the 
Circuit Court’s construction of a trust under 
Illinois law.* Thereafter, at the suit of the 
trustees the appellate courts of Illinois gave 
the trust agreement a different interpreta- 
tion from that placed on it by the Circuit 
Court. In a proceeding involving the tax 
years 1924, 1925, 1926, and 1929, the Su- 
preme Court held that the doctrine of res 
judicata was inapplicable. In the opinion 
it was stated that since the rights of the 
parties were governed by local law, the deci- 
sions of the Illinois courts created a new 
situation which could not be ignored. 


4 Commissioner v. Blair, 60 F. (2d) 340, cert: 
denied [1932 CCH { 9368]. 
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By ROBERT J. 
BIRD 


The First Circuit shies from the rule, the Second Circuit’s views are a matter of record, 


the Seventh Circuit stands alone, and the Ninth Circuit has its own authority to follow. 
Mr. Bird has had much opportunity to study this subject from his position as attorney 


for the Tax Court of the United States. 


In Arundel-Brooks Concrete Corp., supra, 
the plea of res judicata was raised by the 
taxpayer and was sustained. In Linen 
Thread Co., Ltd., supra, the plea was raised 
by the Commissioner and rejected. When 
the facts are carefully analyzed, the cases 
appear entirely consistent. The Tax Court, 
in its opinion in Linen Thread Co., supra, pro- 
vides somewhat of a guide as to when the 
plea of res judicata will be rejected. 


The Linen Thread Company was a cor- 
poration organized under the laws of Scot- 
land, and during the taxable years, acting 
through a resident agent, it rented office 
space in New York City. For the tax years 
1937 and 1938 the taxpayer computed its tax 
as a resident foreign corporation, as defined 
by section 231 (b), Revenue Acts of 1936 
and 1938. The Commissioner determined 
deficiencies for those years by holding that 
it was taxable as a nonresident foreign 
corporation (section 231 (a)), contending 
that the taxpayer had no office or place 
of business in the United States within the 


Res Judicata 


meaning of the Revenue Acts of 1936 and 
1938.2. The Board of Tax Appeals, in a 
memorandum opinion,°® upheld the Commis- 
sioner, citing its own decision in Aktiebolaget 
Separator,’ entered on the same date. That 
case sustained the validity of the Commis- 
sioner’s regulations defining what constituted 
an office or place of business within the 
United States, and held that the activities 
of the taxpayer did not establish that it had 
such office or place of business. These deci- 
sions of the Board of Tax Appeals were 
affirmed on appeal.’ 


In 1942 Congress enacted section 160 (d) 
of the Revenue Act of 1942 which removed 


5 Section 231 (b), Revenue Acts of 1936 and 
1938; Art. 231-1 (b) of Treasury Regulations 
101; Art. 19.231-1 (b), Treasury Regulations 103. 

® Docket No, 103475, decided September 30, 
1941 [CCH Dec. 12,114-B]. 


™45 BTA 243 [CCH Dec. 12,096]. 


8 Linen Thread Co. v. Commissioner, 128 F. 
(2d) 166 [42-1 ustc { 9477]; Aktiebolaget Sepa- 
rator v. Commissioner, 128 F. (2d) 739 [42-2 
ustc J 9542]. : 
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all doubts (if any existed)* as to the meaning 
of section 231, and in effect adopted the Com- 
missioner’s regulations. The amendment 
was applicable only to tax years beginning 
after December 31, 1941. 


Taxable as a Nonresident 
Foreign Corporation 


For the tax years 1939 and 1940 the tax- 
payer computed its tax as a resident foreign 
corporation, contending that it had an office 
or place of business within the United States. 
It proceeded on the theory that the amend- 
ment contained in the Revenue Act of 1942 
showed Congressional disapproval of the 
Commissioner’s regulations. Apparently, the 
taxpayer felt that if Congress had approved 
the Commissioner’s interpretation of the 
law, as evidenced by the regulations, the 
amendment in the 1942 Act would have been 
unnecessary. The Commissioner determined 
deficiencies for those tax years, ruling that 
the taxpayer had no office or place of busi- 
ness within the United States and that it 
was taxable as a nonresident foreign cor- 
poration. The taxpayer appealed to the Tax 
Court for review of that determination. The 
Commissioner, by amended answer, con- 
tended that the previous decisions of the 
Board of Tax Appeals and Circuit Court 
foreclosed any consideration of that question 
and argued that the taxpayer’s status as a 
nonresident foreign corporation was res 
judicata. The evidence in the later proceed- 
ing was stipulated, and, factually, was almost 
identical with the evidence in the earlier 
case. It was further stipulated that the 
facts with respect to the taxpayer’s opera- 
tions in the instant years were in all material 
respects the same as the facts as to the years 
1937 and 1938. The Tax Court rejected the 
argument of the Commissioner. It held that, 
while the facts on which the taxpayer’s status 
as a nonresident foreign corporation in the 
earlier proceeding had been determined were 
similar to the evidence in the pending pro- 
ceeding, nevertheless the facts were not 
identical and grew out of an entirely differ- 
ent set of circumstances. 

The Tax Court stated that the question 
of whether the taxpayer maintained an office 
or place of business within the United States 
during the tax years 1939 and 1940 would 
have to be decided on the facts as they 
existed in those years independently of the 
decision based upon substantially similar 
facts existing in the earlier years. The opin- 
ion cited a Court of Claims decision, En- 





*See Committee Report, Cumulative Bulletin, 
1942-2, pp. 449, 450, 605. 


10 42 F. Supp. 182, (1941) [42-1 ustc § 9255]. 
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gineers’ Club of Philadelphia v. United States tion as V 
and Stoddard v. Commissioner," as authority|The Thi 
and Commissioner v. Western Union Telegraph{peat to h 
Co.," as distinguishable. The Tax Coton} /un. 
quoted the following language from icy }--% of J 
gineers’ Club of Philadelphia v. United Statti} ue Dis 
supra, as being peculiarly applicable: “Plain. }zovernn 
tiff’s activities in the latter period, here inj.eviewi" 
question, were not those of the earlier period, 
previously litigated. They were comparable|Prior | 
and similar. But they were a com- Pleade 
pletely different set of events, . . .” The 

Tax Court went on to illustrate the point by; As fa 
quoting from the Stoddard case as follows:|now aP 
“A taxpayer must of necessity prove his ac-|status | 
tual status in the period in which he seeks |each ye 
an advantage that being in business would |the Lin 
give him. It is not a subject which when | Court 1 
settled as to one period remains immutable | for eacl 
as to another. The issue is new in each |prior a 
taxable year. . . .” The Tax Court pointed.| success 
out that only the facts, circumstances and | ramific 
methods of the taxpayer’s operations in the | whe 






United States in the year in question could | and is 
be determinative of whether or not in that | tax; W 
year the taxpayer maintained an office or jor pla 
place of business in the United States within | an org 
the meaning of the Revenue Act. It held, | league 
on the evidence, that the Commissioner’s | tion, 0 
determination was correct and that the tax- | parties 
payer had no office or place of business | decisic 
within the United States! The argument that | be pe 
the amendment contained in the Revenue Act | subse 
of 1942 indicated Congressional disapproval of | taxpa} 
the regulations was rejected. The final de- | provit 
cision was entered for the Commissioner. involv 

No proceeding has yet been commenced | Court 
to review the decision of the Tax Court, but | decid 
the time for perfecting an appeal has not | ‘XP 


yet expired. In the event that the taxpayer | decisi 
should seek a review of the decision on the | ‘te # 
merits, the chances are that the Commis- | Stat: 
sioner will seek a review of the Tax Court's | Parer 
holding on the res judicata issue. It will be |) 
noted that the Second Circuit would have | £°" 
jurisdiction of the appeal, and the probabil- This 
ities are that that Court would affirm on the | the 


authority of its decision in Stoddard v. Com- Tt 





missioner, supra, cited by the Tax Court im | Conc 
its opinion. The Tax Court’s opinion seems | Dec. 
to express the views of the majority of the } as il 
circuits * which have passed on this ques- | will 
had 
"141 F. (2d) 76, (CCA-2, 1944) [44-1 vste} oo) 
1 92231. — 
2141 F. (2d) 774, (CCA-2, 1944) [44-1 vsre | affli 
1 9254]. 530 7 
13 Henricksen v. Seward, 135 F. (2d) 986 | the 
(CCA-9) (1943) [43-1 ustc J 9457]; Monteith Bros. 
v. U. 8., 142 F. (24) 139, (CCA-7) (1944) [44-1 | COM 


ustc {| 9290]; Stoddard v. Commissioner, 141 F. | the 


(2a) 76, (CCA-2) [44-1 ustc {] 9223]; Leicht v. | — 
Commissioner, 137 F. (2d) 433, (CCA-8) [43-2 _ 
ustc J 9546]. - 
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States tion as well as that of the Court of Claims. 
thorityJThe Third Circuit, however, does not ap- 
legraph\pear to have expressed its views on the ques- 
Cotoe}in. It had an opportunity to do so in the 
m den fee’ of Duquesne Club v. Bell, but declined. 
States} ue District Court’s decision ® rejected the 
“Plain lyovernment’s plea of res judicata and the 
lere inf.eviewing court did not consider the point. 
Period, 
Marable 
i COM- 
” The 
pint by 
lows: 
his ac- 
> seeks 


Prior Decisions Cannot Be 
Pleaded Successfully 


As far as the Tax Court is concerned, it 
now appears that in any case involving the 
status of a taxpayer in a particular year, 
each year stands by itself. In the light of 
would |the Linen Thread Co. decision of the Tax 
| when] Court it would appear that each such case 
iutable | for each year must be tried on the merits and 
n each | prior adverse decisions can not be pleaded 
ointed.| successfully as a bar. This answer has many 
es and ramifications. For example, such questions 
in the |as whether a corporation is doing business 
could jand is thus to be subject to a capital stock 
in that |tax; whether a taxpayer maintains an office 
fice or Jor place of business; the exempt status of 
within | an organization, as, for example, a business 
t held, | league, a social club, a charitable organiza- 
ioner’s | tion, may all require an annual review if the 
ie tax- | parties are disposed to litigate. While earlier 
isiness | decisions for or against the taxpayer would 
nt that | be persuasive authority as to its status in 
le Act | subsequent years, nevertheless neither the 
oval of | taxpayer nor the government is barred from 
ial de- | proving its case as to the particular year 
“a involved or attempting to persuade the Tax 
Court that the previous case was wrongly 
decided. Neither the government nor the 
taxpayer has a property right in a favorable 
decision as to status in a particular year if 
1n the | the facts or circumstances on which the 
mmis- | Status is based are subject to change. Ap- 
‘ourt’s | Parently, it is immaterial that the facts and 





lenced 
rt, but 
is not 
‘paver 


vill be }) circumstances do not actually change. The 
have | controlling factor appears to be, could they? 
babil- | This is true even though the statute remains 
yn the | the same. 
Com- The other Tax Court case, Arundel-Brooks 
urt im | Concrete Corporation, 4 TC —, No. 113 [CCH 
seems | Dec. 14,429], is equally clear and important, 
of the | as illustrating when the plea of res judicata 
ques- | will be sustained. In that case the taxpayer 
— had erected a new concrete mixing plant to 
replace one which had been destroyed. An 

1 vuste | affiliated company contributed approximately 

al 50 per cent of the cost of this plant. For 
Pree the tax years 1937 and 1938 the taxpayer 
, (44-1 | Computed depreciation on the total cost of 
141 F. | the plant, including the amount so con- 
cht v. — 

[43-2 4127 F. (2d) 363, (1941) [42-1 ustc {] 9428]. 

342 F, Supp. 123 [41-1 ustc {| 9368]. 

razine | Res Judicata 


tributed by its affiliate. The Commissioner 
and the Board of Tax Appeals revised the 
cost basis of the plant by excluding the 
contribution. The Commissioner determined 
that the proper basis for depreciation was 
the actual cost to the taxpayer and the 
Board of Tax Appeals sustained him.” The 
Circuit Court of Appeals for the Fourth Cir- 
cuit reversed the Board of Tax Appeals” 
holding that the total amount, including the 
contribution, was the proper basis for de- 
preciation purposes. That decision became 
final, and under mandate from the Circuit 
Court of Appeals the Board of Tax Appeals 
entered a decision restoring to the depreci- 
able basis of the plant the amount so con- 
tributed. 


In 1944 the Supreme Court of the United 
States in Detroit Edison Co. v. Commissioner,” 
clarified the status of such contributions 
by holding that they could not be included 
as a part of the cost basis for depreciation 
purposes and that the cost basis in such cases 
was the actual cost to the taxpayer exclusive 
of gifts, contributions and deposits. The 
decision of the Fourth Circuit reversing the 
Board of Tax Appeals in Arundel-Brooks 
Concrete Corp. was noted by the Court as 
one of the reasons for granting certiorari, 
and, in the light of the Supreme Court deci- 
sion, the Fourth Circuit’s reversal of the 
Board of Tax Appeals was erroneous. 


Commissioner Revised Cost Basis 


For the tax years 1939 and 1940 the Com- 
missioner again revised the cost basis of the 
taxpayer’s plant by eliminating the contribu- 
tion made by its affiliate. Deficiencies were 
determined and the taxpayer filed a petition 
with the Tax Court for review. It con- 
tended that the cost basis of this plant had 
been judicially determined by the Circuit 
Court of Appeals and that inasmuch as 
there had been no change in the statutory 
law or in the facts and circumstances sur- 
rounding the erection and financing of the 
plant, the previous decision of the Circuit 
Court of Appeals was res judicata. The Com- 
missioner contended that the decision of the 
Supreme Court in Detroit Edison Co. v. Com- 
missioner, supra, had changed the law so that 
the Circuit Court’s decision was no longer 
binding. The Commissioner further con- 
tended that in any event the Supreme 
Court’s decision on this question was a new 
fact to be considered under the authority of 





1645 BTA 178 [CCH Dec. 12,085]. 


117 Arundel-Brooks Concrete Corp. v. Commis- 
sioner, 129 F. (2d) 762 [42-2 ustc {] 9615]. 


8 319 U. S. 98 [43-1 ustc f] 9418]. 
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Blair v. Commissioner, supra, and that the 
question was open for decision. The tax- 
payer conceded that the prior decision of the 
Circuit Court was erroneous in the light of 
the Supreme Court’s decision in Detroit Edi- 
son Co. v. Commissioner, supra, and based 
its case on the authority of Tait v. Western 
Maryland Railway Co., supra. The full Tax 
Court unanimously sustained the taxpayer. 
The opinion, while admitting that the earlier 
decision of the Fourth Circuit was erroneous 
in the light of the Detroit Edison Co. case, 
pointed out that nevertheless the correct- 
ness of the decision was immaterial; that the 
essential fact was that a final decision on 
this point had been reached. ‘he Tax Court 
rejected the argument of the Commissioner 
that the decision of the Supreme Court was 
a change in the law. It held that a contrary 
judicial interpretation of a statute was not 
such a change in the law as would make 
the res judicata rule inapplicable, citing Com- 
missioner v. Western Union Telegraph Co., 
supra, It stated that the change in the law 
referred to in Tait v. Western Maryland Rail- 
way Co. was a legislative change. The opin- 
ion pointed out that the cost basis of this 
particular plant for depreciation purposes 
had been judicially determined by the Cir- 
cuit Court and the Board of Tax Appeals; 
that the conditions, facts, circumstances, evi- 
dence, and the statute pertaining to the basis 
for depreciation were identical in both years; 
and that in so far as the parties in this pro- 
ceeding were concerned, nothing had been 
changed but the taxable years. The deci- 
sions of the several circuits relied upon by 
the government were reviewed and distin- 
guished. Final decision was entered for the 
taxpayer. 


Supreme Court’s Decision a 
Principle of Law 


It is obvious that the basis of the Tax 
Court’s decision in Arundel-Brooks Concrete 
Corp., supra, was Tait v. Western Maryland 
Railway Co., supra. Blair v. Commissioner, 
supra, which some courts have regarded as 
limiting the rule in the Tait v. }!’estern Mary- 
land Railway Co. case, was distinguished on 
the ground that a Supreme Court decision 
was a principle of law and not a matter of 
evidence. 


The time within which the Commissioner 
may perfect an appeal from the Arundel- 
Brooks decision has not yet expired, but un- 
doubtedly review will be sought even though 
it will be to the Fourth Circuit, whose deci- 
sion in the case of Tait v. Western Maryland 
Railway Co. was affirmed by the Supreme 
Court. 
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The Circuit Courts, however, are not j 
harmony. In many instances they hayg 
seized upon Blair v. Commissioner, as justify 
ing a relaxation of the rule announced in Taif 
v. Western Maryland Railway Co. When, for 
equitable reasons, sustaining the defense 
would appear to give a harsh result or would 
give the taxpayer or government an unfair 
advantage, some circuits have blithely an. 
nounced that the Tait v. Western Maryland 
Railway Co. case is inapplicable, relying on 
Blair v. Commissioner. See especially Hen- 
ricksen v. Seward® and Monteith Bros. vfion wh 
United States,” hereinafter discussed. 

























































































Rule of Res Judicata Does Not 
Prevent Litigation 





















The First Circuit, in a recent case, Pelham 
Hall Co. v. Hassett,” frankly confessed to 
not caring to decide to what exent the rule 
of res judicata should be followed. In that 
case, after deciding the particular issue 
before it, the opinion went into a lengthy 
discussion of the problems and inequities 
that can arise if the rule of Tait v. Western 
Maryland Railway Co. is to be applied strictly. 
It also pointed out that instead of serving‘ 
as an element of peace and preventing litiga- 
tion between the taxpayers and the govern- 
ment, the rule of res judicata had served as 
a Pandora’s box in stirring up litigation. 
A study of the discussion in that case in-Bsioner 
dicates that the First Circuit would go toBholdir 
extreme lengths in distinguishing Tait v. {Mont 
Western Maryland Railway Co. in order to Court 
avoid what seemed to the Court an inequi- }Arun 
table result. Some of the interesting though §Ther: 
vexing questions posed by Judge Magruder fhad 
in the Pelham Hall Co. opinion appear to fa fam 
have been answered by the Tax Court in fa bor 
its two decisions, as well as by the Second, fpaye 
Fifth and Ninth Circuits. It may be that §bers 
the answers are unsatisfactory. the « 
On | 
paye 
later 
the 
corp 
stoc! 
Circ 










































































The views of the Second Circuit are to be 
found in Commissioner v. Western Union Tele- 
graph Co., supra, which was relied on by 
the Tax Court in its decision in Arundel- 
Brooks Co., and which is perhaps the best 
support for its opinion. Ina previous case” 
involving an earlier tax year, the Second Cir- J apne 
cuit had held that there was no transferee [thor 
liability on the part of Western Union as a }— 
























° e 3 
stockholder in Corporation A where rentals U : 
due on A’s property were paid direct to the} » 
stockholders. Subsequently the Supreme Stat 

9135 F. (2d) 986, (1943) [43-1 ustc 7 9457]. e 
2142 F. (2d) 139, (1944) [44-1 ustc § 9290]. a 
21147 F. (2d) 63, (1945) [45-1 ustc 7 9156]. 29 
* Western Union Telegraph Co. v, Commis, , 
sioner, 68 F. (2d) 16 [3 ustc { 1200]. € 4 
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ourt of the United States in another case 


‘@etermined that a corporation was subject 


Ho tax under those circumstances. 


In the 


resent proceeding the Circuit Court, ad- 


itting that the Supreme Court decision was 
n contradiction of its previous ruling, and 
hat Western Union was liable as transferee 


ifnder such conditions, nevertheless held that 
alBhe taxpayer's plea of res judicata must be 


Mustained on the authority of Tait v. Western 


faryland Railway Co. The Court stated that 
lair v. Commissioner, supra, had no applica- 


‘Bion where a decision of the Supreme Court 


‘Ewas inapplicable. 
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f the United States was involved. It held 
hat such a decision was not a matter of 
vidence but a matter of law and that it was 
ot such a change in the law as would en- 
itle the parties to reopen the question. It 
ited Stoddard v. Commissioner, among 
thers,“ as illustrating when the doctrine 
It is interesting to note 
hat apparently the government did not peti- 
ion for certiorari although the taxpayer did 
so and its petition was denied.” 


The Fourth Circuit’s views are found in 
Tait v. Western Maryland Railway Co.” That 
decision was affirmed by the Supreme Court 
in 289 U. S. 620 [3 ustc J 1109]. It does not 
appear that its views have changed. 


The Fifth Circuit has two res judicata cases 
which are of interest, Masterson v. Commis- 
sioner," which is entirely in accord with the 
holding in Blair v. Commissioner, supra, and 
Montgomery v. Thomas,® cited by the Tax 
Court as authority for its decision in the 
Arundel-Brooks Concrete Corporation case. 
There the Tax Court and the Circuit Court 
iad determined for an earlier tax year that 
a family corporation had been organized for 
a bona fide business purpose; that the tax- 
payer had made valid gifts of stock to mem- 
bers of his family; and that the earnings of 
the corporation were not taxable to him. 
On the strength of that decision the tax- 
payer brought suit for refund of taxes for 
later years. The taxpayer contended that 
the question of the business purpose of the 
corporation and the validity of the gifts of 
stock had been judicially determined by the 
Circuit Court in its earlier decision. On 
appeal this view was accepted. On the au- 
thority of Tait v. Western Maryland Railway 


United States v. Joliet & Chicago Ry., 315 
U.S. 44 [42-1 ustc 9222]. 

* Engineers’ Club of Philadelphia v, United 
States, supra; Henricksen v. Seward, supra. 

* Certiorari denied, 322 U. S. 751. 

* 62 F. (2d) 933 [1933 CCH {| 9060]. 

7141 F. (2d) 391, (1944) [44-1 ustc 9227]. 
3146 F. (2d) 76, (1944) [45-1 ustc f 9116]. 
*P. O’B. Montgomery, 1 TC 1000 [CCH Dec. 
ae affirmed 144 F, (2d) 313 [44-2 ustc 

4]. 


Res Judicata 


Co., the Circuit Court held that the par- 
ticular transaction, that is, the validity of 
gifts and the business purpose of the cor- 
poration, had been established and that noth- 
ing that the parties could do could change 
that fact. That a different tax year was in- 
volved was regarded as immaterial. 


Seventh Circuit’s Stand on the Rule 


The Seventh Circuit appears to stand 
alone in refusing to recognize the applica- 
bility of the res judicata plea at any time 
when a different tax year is involved, In 
Netcher v. Commissioner,” and in Monteith 
Bros. v. United States," that court stated 
that a different tax year meant a different 
issue and that the rule of res judicata was 
inapplicable. A study of the latter opinion 
reveals that the court was definitely in- 
fluenced by the inequities that could arise. 
The court said that it was in “complete ac- 
cord” with the reasoning of Henricksen v. 
Seward, supra. That decision is in complete 
accord with the Tax Court decision in Linen 
Thread Co., supra. However, the decision in 
Netcher v. Commissioner, supra, is difficult to 
understand. The applicability of the doctrine 
of res judicata was rejected solely on the 
ground that a different tax year was in- 
volved. Inasmuch as there had been a 
change in the applicable Revenue Act, the 
court might have based its decision on that 
ground as did the Tax Court,” but it did 
not choose to do so. 


The views of the Ninth Circuit are to be 
found in Henricksen v. Seward.* In that case 
the taxpayer sought a refund of excise taxes 
which had been collected from it as a 
manufacturer of automobile parts. The tax- 
payer believed that it was not a manufac- 
turer and, therefore, not subject to tax. A 
refund action in a district court™ for an 
earlier period had been successful and the 
government had not appealed. In the interim 
two circuit courts had ruled that operators 
of almost identical businesses were manu- 
facturers and subject to the tax.* Taxpayer 
contended that the previous district court 
decision in its favor was controlling and that 
the issue was res judicata. The Circuit Court 
rejected this defense, pointing out that differ- 
ent sales and different periods were involved. 


3 143 F. (2d) 484, (1944) [44-2 ustc {] 9354]. 

31142 F. (2d) 139, (1944) [44-1 ustc f] 9290]. 

32 Francice Netcher, Docket No. 107722, decided 
Nov. 10, 1942 [CCH Dec. 12,882-B]. 

33135 F. (2d) 986, (1943) [43-1 ustc {] 9457]. 

% 28 F. Supp. 924. 

33 United States v. J. Leslie Morris, Inc., 124 F. 
(2d) 371 [42-1 ustc 9170]; United States v. 
Moroloy Bearing Service, 124 F. (2d) 373 [42-1 
ustc 9171]. 
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The court went on to hold that Tait v. West- 
ern Maryland Railway Co. was inapplicable 
to this type of proceeding and based its 
decision on United States v. Stone & Downer 
Co.,* and Blair v. Commissioner, supra. At 
first glance the Seward case appears to be 
in direct contradiction of the opinion of the 
Tax Court in Arundel-Brooks, although in 
the latter case it is cited as distinguishable 
on the facts. It is, however, complete sup- 
port for the Tax Court’s decision in Linen 
Thread Co., supra. 


Ninth Circuit Would Use Blair 
Case as Authority 


The Second Circuit felt the Seward case 
was distinguishable in Commissioner v. West- 
ern Union Telegraph Co., supra, and regarded 
it as in accord with its decision in the Stod- 
dard case. However, some of the language 
in the Seward opinion was used by Judge 
Magruder in his discussion in Pelham Hall 
Co. v. Hassett, supra, as illustrating the 
problems that can arise. There would ap- 
pear to be little doubt that the Ninth Cir- 
cuit would use the Blair case as authority 
to reject the defense of res judicata if by 
sustaining the defense it would give the tax- 
payer an unfair advantage over its com- 
petitors or place it at a disadvantage. The 
closing paragraphs of the Seward opinion 
appear to be in direct contradiction to the 
conclusion reached by the Second Circuit 
as expressed in Commissioner v. Western 
Union Telegraph Co., and by the Tax Court 
in Arundel-Brooks Concrete Corporation. 


The Ninth Circuit has recently handed 
down its opinion in Commissioner v. Security- 
First National Bank of Los Angeles, Trustee, 
decided April 30, 1945, which confirms the 
foregoing. The issue in that case was 
whether the taxpayer was taxable as an 
association or as a trust. A case involving 
earlier tax years was decided in favor of 
the taxpayer on this point by the Board of 
Tax Appeals.” Subsequently the Commis- 
sioner amended the applicable regulations to 
conform to the decisions of the United States 
Supreme Court in Morrissey v. Commis- 
sioner,* and Helvering v. Coleman-Gilberts 
Associates.“ On the same issue, in a case 
involving later tax years, the Tax Court sus- 
tained the plea of the taxpayer that the 
previous decision of the Board of Tax Ap- 
peals was res judicata, The Commissioner 
based his case before the Tax Court on 





36 274 U.S. 225. 

% Docket No. 54126, decided February 27, 1934. 
38 296 U. S. 344 [36-1 ustc J 9020]. 

39 206 U. S. 369 [36-1 ustc J 9022]. 


690 


August, 19445 e TAXES—The Tax Magazine 


the theory that his change in the regulations 
was a change in the law. This argument 
was rejected.” On appeal the Ninth Cir. 
cuit reversed the Tax Court. The cour 
held that even in the absence of a change 
in the regulations, the Supreme Court deci- 
sions in Morrissey v. Commissioner, supra, 
and Helvering v. Coleman-Gilbert, supra, 
created a new situation under Blair v. Com- 
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missioner. The court compared the Supremef It is 
Court decision to the state court decision inthe ap 
the Blair case as being identical in character.§ land R 
Its previous decision in the Seward case andBhave s 





the First Circuit’s decision in Pelham Hall 
Co. v. Hassett, supra, were also cited as au- 
thority for its position. 
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Appeal Likely 
In Arundel-Brooks Case 


Because the decision of the Tax Court in 
the Arundel-Brooks case operates to give that 
particular taxpayer an advantage denied its 
competitors and other taxpayers and because 
of the divergent views of the various Cir- 
cuit Courts, the government will undoubtedly 
appeal. The Circuit Court of Appeals for 
the Fourth Circuit would have jurisdiction 
and, as noted above, its views as found in 
Tait v. Western Maryland Railway Co. would 
seem to favor the taxpayer. Whether the 
Supreme Court would feel that there was 
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adequate ground to grant certiorari is Th 
another question. It would appear that suf-f and | 
ficient conflict exists to warrant it. In anyfthe 7 
event the Supreme Court might assume 

jurisdiction, as it did in the Hallock case,“f ° 4: 





“because of the difficulties which lower 
courts have found in applying the distinc- 
tions made by these cases and the seeming 
disharmony of their results.’’ If it does, the 
question would then be settled definitely. 
In the event the government does not ‘ap- 
peal and the decision of the Tax Court in 
the Arundel-Brooks case becomes final, it 
would appear that under this decision, if a 
particular matter is once determined by a 
court of competent jurisdiction and the facts 
and circumstances surrounding that deter- 
mination are not subject to change, then in 
the absence of a change in the statutory law 
the successful litigant, either taxpayer or 
Commissioner, has a perfect defense to 
future efforts to divest him of any rights 
given to him by that decision. Examples 
of this type of situation are plentiful. They 
include the question of whether a particular 
transaction is to be classed as a tax-free 
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reorganization, questions involving the fair Arundel-Brooks case. However, there was 
. Bmarket value of particular types of property more involved than equitable principles. As 
‘Bon a given date, cost of property, construc- the Supreme Court pointed out in the Tait 
tion of a trust instrument or will (unless, of v. Western Maryland Railway Co. case, Con- 
rt deci pcourse, a State court’s interpretation would gress must have been aware that these in- 
-, supragcall for the application of Blair v. Commis- equities would arise and yet no attempt 
| supra sioner), the validity of gifts, and other ex- was made to remove tax cases from the 
- Coal amples too numerous to mention. operation of this legal principle. What the 
It is to be noted that in those cases where Supreme Court will do, if and when this case 
the applicability of Tait v. Western Mary- reaches it, is not predictable. For instance, 
Bland Railway Co. has been rejected, the courts #5 recently as 1942, hy Nunnally Investment 
have stressed the inequities, the harshness, Co. at United States,“ the principle of sep- 
and the undue advantage that would be given arate identities between tax collectors and 
-Bif the defense were sustained. See, for the government was regarded as too firmly 
example, Henricksen v. Seward, supra; Mon- embedded oe Oe Se of tax administra- 
with Bros. v. United States, supra; and tion to change without Congressional enact- 

Pelham Hall Co. v. Hassett. This sentiment ™€"t 
is difficult to reconcile with many other deci- The apparent confusion now existing 
sions which have given taxpayers an ad- among the different circuits has, as a basis, 
Court ingvantage over competitors. In the light of the inequities and hardships which arise 
some cases it is difficult to determine why when the doctrine of res judicata is applied. 
the question of fairness or unjust advantage In 1933 the Supreme Court was not unaware 
should influence the courts in arriving at a of such possibilities. In 1945, because of 
decision. At least one tax service has de- higher tax rates or for other reasons, the 
clared that legally the Tax Court had no Supreme Court may conclude that its pre- 
alternative but to hold as it did in the vious position was erroneous and modify the 
Arundel-Brooks case.” If the Commissioner Arundel-Brooks decision, and hold that in the 
should appeal this decision and the Supreme interests of impartial tax administration a 


h ide Ag ns, gpg” ye judicial interpretation by the Supreme Court 
ther them pass Mt ’ 2 . : is a sufficient change in the law so as to bar 


rash dcubt as to its correctness be put to an end. ee Pegs 
ae P the application of the rule of res judicata. 
[The End] 


; S§ The inequities referred to in the Henricksen 
lat suf- 


and Pelham Hall cases were not ignored by _ 
In anyfthe Tax Court in its consideration of the 43 316 U.S. 258 [42-1 ustc J 9467]. 


assume 44 See, however, section 503 of the Revenue 
k case“§ “454 CCH § 8408, p. 9621. Act of 1942. 
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— me Twenty-three states now levy either (and in some cases both) a sales, use 
ory law 


aac an or gross income tax. The efficiency of these levies as revenue producers is 
ee ae attested by the fact that for the calendar year 1944 they produced $745.4 million 
y rights according to the TAX ADMINISTRATORS NEWS. This is 38.5 percent of 
xamples the amount collected by the 48 states from the major excise taxes, and an increase 


L sug over the amount collected from sales, etc., taxes in the year 1940 of 44.7 percent. 
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The Case Agair 






The yield of any given tax structure and set of tax rates is determined largely legisl 
by the size and distribution of the national income, says the Assistant to the curre! 
Secretary of the Treasury in these excerpts from his address at Boston before meast 
the New England Council. And turning to the subject of accelerated depreciation, ing t 
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he points out that this, too, like other tax inducements, has its price. 





E FACE SOME OF THE MOST economy could adjust without endangering 
DIFFICULT tax problems in our his- its stability and productivity. 
tory. One of the complicating factors is It is worth noting that our wartime taxes 
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that there is less room for tax reduction are doing much more than producing enor- In 
than most people appear to expect. And it mous amounts of revenue. They are notg '"S" 
is human nature for everyone to want only financing a large proportion—currently lem 
the lion’s share of that relatively small almost half—of the cost of the war, theyg '* | 
amount of reduction. The limited scope for are also helping to distribute that costg thou 
reduction and the imposing size of the re- equitably. They are also reducing the in- befor 
maining tax burden make it doubly im- _ flationary pressures which inevitably grow Joint 
portant that extreme care be exercised in out of a war economy operating underg “°" 
shaping the postwar tax structure. In the forced draft. They are also recapturing ex- of fc 
absence of such care in devising postwar cessive war profits. They are also support-§ 4 
taxes, it may be impossible to maintain the _ ing the price and wage stabilization program ™tt 
high level of consumption, business activity, In short, taxes are serving as an integral Part, 
and employment which we must have if we part of the war program. —_ 
are to balance the budget and cut down our Even while focussing on war finance, the self 
national debt. Confronted with this difficult Treasury and the Congress have contin- Tax: 
problem, one must nevertheless admit that uously kept the problems of postwar taxa- lutic 
the prospect of working against a back- tion in their field of vision. Although thep *"4 
ground of falling rather than rising taxes is wartime tax system will not serve and wasp °" | 
a new and refreshing one. never intended to serve as a postwar tax sys °° ! 
tem, many of its provisions have a postwar the 
Wartime Tax Changes orientation. For example, the Revenue ActR T 
ot 1942 was looking squarely at the postwat§ low 
Not so long ago, we faced another and period when it provided for the carrybacks§ Con 
less inviting tax problem—the expansion of and the excess profits tax postwar refund seri 
the tax system to meet the vast needs of The carryback of unused excess profits cred-§ asp: 
war. The American capacity for adjust- its and the carryback of business losses§ ativ 
ment to new conditions is so great that we were enacted as a means of permitting de-§ othe 
tend to forget how truly gigantic that ex- ferred costs and reconversion costs and§ thei 
pansion has been. In the fiscal year 1940, losses to be charged against wartime incomeg to | 
Federal tax revenues were $5.4 billion, and even if they were not incurred until after of t 
some 4 million individuals were paying Fed- the end of the war. Furthermore, the 1942§ the: 
eral income taxes. Four years later, Fed- act set up a postwar credit or refund of 10§ and 
eral taxes had risen eight-fold to $44 billion percent of the excess-profits tax, to be evi-§ vali 
and the number of individual income tax- denced by non-interest-bearing bonds pay-§ wit 
payers had skyrocketed to 50 million. No able at certain designated times soon aitet§ Cor 
attempt was made to convert the peacetime _ the end of the war. inf 
into a wartime tax system at one stroke. The postwar problems of the individual for 
Rather, the changes were made in succes- also loomed large in the minds of the Treas§ ted 
sive stages to which the expanding war ury and the Congress, especially in the 194)§ thr 
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legislation providing for withholding and 
current payment of income taxes. These 
measures removed the specter of overhang- 
ing tax liabilities which would otherwise 
plague millions of individuals when incomes 
shrink because of cutbacks to peacetime 
production. 


Congressional and Treasury Tax 
Studies 


In addition to these specific measures, in- 
tensive study of the entire postwar tax prob- 
lem by both Congressional and Treasury 
tax staffs has long been under way. Al- 
though a good deal of spade-work had gone 
before, a resolution by the Congressional 
Joint Committee on Internal Revenue Taxa- 
tion on June 15, 1944, marked the beginning 
of formal work on tax adjustment for the 
transition and postwar periods. The Com- 
mittee, adding a member from the Minority 
party in each House to achieve equal rep- 
resentation for both parties, constituted it- 
self the Joint Committee on Internal Revenue 
Taxation for Postwar Taxation. Its reso- 
lution called on the Joint Committee staff 
and the Treasury tax staff to work as a unit 
on the study of postwar tax problems and 
to report their results and suggestions to 
the Committee. 


The Joint Committee’s resolution was fol-+ 
lowed to the letter. The tax staffs of the 
Committee and the Treasury undertook a 
series of joint studies relating to various 
aspects of postwar tax revision. Represent- 
atives of business, labor, agriculture, and 
other groups, many of whom had undertaken 
their own postwar tax studies, were invited 
to Washington to present their views. Out 
of the many off-the-record conferences with 
these groups grew a body of information 
and suggestions that has proved extremely 
valuable in our postwar tax work. Together 
with the continuing studies of the Joint 
Committee and Treasury tax staffs, this 
information has served as the background 
for a number of confidential reports submit- 
ted to the Joint Committee in meetings 
throughout this past winter and spring. 


The Case Against Tax Reduction 


The Program for the Interim Period 


The first formal results of this work are 
reflected in the report of the Joint Commit- 
tee recently made public recommending 
certain tax changes for the interim period 
between the end of the European war and 
the end of the war with Japan. These rec- 
ommendations, while not calling for any 
reduction in tax rates, will materially im- 
prove the cash position of business in the 
reconversion period. 


That there should be official concern 
over the cash position of business in spite 
of the favorable profits record of the war 
years may puzzle some observers. It is 
true that business, taken as a whole, appears 
to have enough cash and working capital to 
finance reconversion and to carry on into 
peacetime production. There are firms, how- 
ever, many of them small businesses, which 
are not in this fortunate position. Some of 
them, because of the termination of war 
contracts and the extraordinary expenses 
and adjustments involved in reconverting 
to peacetime production, will experience fi- 
nancial difficulties and at least temporary 
shortages of cash and working capital. The 
program which the Joint Committee has 
outlined in its first report is designed pri- 
marily to aid reconversion by easing the 
financial problems of these firms. 


No one can tell at this time how much 
tax reduction can be rightfully expected in 
the postwar period, but it is safe to say that 
its magnitude will be disappointing to many 
of our tax optimists. There are too many 
imponderables in forecasting both expendi- 
tures and revenues. How large must the 
armed forces be? What kind of foreign 
trade relations will we have? What will be 
Congressional policy regarding aids to agri- 
culture and aids to the unemployed? What 
will be the policy towards veterans? We 
cannot now answer these and many other 
related questions, and yet they have to be 
answered before anything like an accurate 
forecast of postwar expenditures can be 
made. 
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The revenue side, too, has its uncertain- 
ties. The yield of any given tax structure 
and set of tax rates is determined largely by 
the size and distribution of the national 
income. What these will actually be from 
year to year depends on factors that cannot 
with any assurance be measured at this 
time. Among these factors affecting the na- 
tional income are the size and the distribu- 
tion of the tax load itself, not to mention 
the amount and pattern of Government ex- 
penditures. These interlocking relationships 
rob the tax future of its quantitative cer- 
tainty. 


Despite the uncertainties, this much is 
clear, that the area for postwar tax reduc- 
tion is relatively small, and that the postwar 
level of business activity and employment 
will have much to do with the size of that 
area. Full employment is the surest road 
to lower tax burdens. In some circles, the 
possibility of achieving and maintaining full 
employment in the postwar period is being 
seriously questioned. If we hope to achieve 
substantial tax reduction and yet balance 
the budget, we dare not conclude that sub- 
stantially full employment is an impossible 
ideal. 

High-level production and, with it, high- 
level employment can be sustained only if 
there is a high level of total demand. The 
source of that demand is a combination of 
consumers’ expenditures, business expendi- 
tures, and Government expenditures. If one 
of these shrinks without a compensating 
expansion in the other two, we pay the 
price of increased unemployment. In the 
coming transition years, the slack created 
by rapidly shrinking Government expendi- 
tures must be taken up by expansion in 
consumer and business expenditures. 

Tax revision plays an important but by 
no means exclusive role in this picture. 
Many writers over-simplify the postwar eco- 
nomic problem by training their guns on 
high taxes as the only barrier to permanent 
full employment. But unemployment can 
occur in spite of low taxes, as we know 
from the tragedy of 1929 and the ensuing 
years. Clearly, no guarantee of high em- 
ployment can be found in tax policy alone. 
But well designed taxes can help to keep 
that goal within reach. The major economic 
objective of tax policy is to raise any desig- 
nated amount of revenue in the manner most 
compatible with full employment. From this 
it follows that, in reducing taxes, attention 
should be directed not so much toward gen- 
eral, across-the-board reductions, as toward 
selective or specific reductions where they 
can do the most good for the economy. The 
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tax paring knife should be applied where it 
is most likely to stimulate investment and 
remove restraints on consumer markets, 


It may be unpalatable, yet it is inesca- 
pable, that the American public will have 
to reconcile itself to a high level of taxes 
after the war. To admit this is not to rule 
out considerable tax reduction and, perhaps 
more important, a very substantial recon- 
struction of our tax system. Attention to 
tax structure is made all the more impera- 
tive by the fact that taxes will have to be 
high. 


Economic Considerations in Tax 
Revision 


What considerations should control policy 
decisions in reconstructing our tax system 
for the postwar period? As I have just indi- 
cated, the primary concern in postwar tax 
planning is to raise the necessary amount 
of revenue with the minimum restrictive 
effect on business investment and consumer 
spending. This consideration calls for an 
appraisal of the impact. of each tax or tax 
change upon the forces which motivate 
businessmen and consumers. 


Many questions must be answered before 
we can decide what tax measures have the 
most favorable economic overtones. For 
example, there is the basic question: Which 
taxes are less discouraging to a high level 
of employment and business activity, those 
which fall chiefly on consumption, or those 
which fall chiefly on investment? One point 
of view holds that businessmen must have 
the assurance of consumer markets to in- 
duce them to invest and expand. This view 
calls for taxes which tread lightly on con- 
sumer purchasing power. It would concen- 
trate tax reduction in the excise taxes and 
lower-bracket individual income taxes. The 
opposing view sees the taxes which impinge 
directly on business profits as the chief 
influence on the volume of investment. This 
approach lays the greatest stress on easing 
the taxes which cut down the profits from 
investment. It would concentrate reduc- 
tions in the taxes on corporate profits and 
high individual incomes. 


One also comes face to face with a re- 
lated question: At what point do taxes take 
hold on incentives? Is it on the incentives 
of the individual investor, or is it on the 
incentives of the business managers? Advo- 
cates of both points of view can readily be 
found. One group maintains that the way 
to increase incentives and stimulate invest- 
ment is to lighten the taxes on the indi- 
vidual investor, since he is the primary cus- 
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odian of potential investment funds. An- 
other view holds that the business manager 
is at the nerve center of the economic sys- 
em. His decisions to build a plant or buy 
new machinery or increase inventories are 
the key which unlocks the door to a high 
level of investment. His decision to invest, 
it is said, will quickly call forth the neces- 
sary funds from retained corporate profits, 
fom banks, and from individual investors. 
This view points to lower corporate taxes 
as the most reliable investment stimulant. 


No doubt, there is truth in each of the 
views on each of these questions, and it is a 
delicate task to strike a correct balance. In 
doing so, an important fact becomes clear, 
namely, that tax rates and exemptions are 
only a part of the story. More and more, it 
is becoming recognized that non-rate factors 
may have fully as great an impact on peo- 
ple’s willingness to incur business risks. For 
example, in computing income and profits 
taxes, the tax deterrents to risk-taking can 
be materially lessened by permitting the 
losses of one year to be offset against gains 
in other years. A five or six-year carryover 
of losses is widely advocated. Loss offsets 
make the Government a partner in losses as 
well as in gains, thus improving the terms 
of the investment bargain. 


Accelerated Depreciation 


Another proposal designed to improve 
investment odds without changing rates 
and exemptions is the allowance of accel- 
erated depreciation. This proposal does not 
relate to an increase in the depreciation rate 
to accompany a more-than-normal rate of use 
and exhaustion of an asset, which is one 
usage of the term “accelerated depreciation.” 
It relates rather to any of a number of pos- 
sible plans under which depreciation allow- 
ances for tax purposes on newly acquired 
assets would be speeded up without any nec- 
essary relation to the actual rate at which 
these assets were wearing out. This pro- 
posal would allow taxpayers to write off 
capital assets more rapidly than would be 
considered reasonable in computing income 
under any generally accepted accounting 
practice. The chief direct effect of accel- 
erated depreciation would be to postpone 
business taxes with respect to earnings of 
anew asset by enlarging the deduction for 
depreciation in the early years of its life 
and accordingly shrinking the deduction in 
the later years of its life. 


_ Accelerated depreciation would improve 
Investment odds by allowing the taxpayer 
a speedier recovery of any given capital out- 


The Case Against Tax Reduction 


lay. Acceleration would add to his recovery 
of investment in the early years of asset life 
an amount that would otherwise go to the 
Government in taxes, thus reducing the risk 
from later loss or unexpected obsolescence. 


Proponents of accelerated depreciation for 
the postwar period have placed varying em- 
phasis on four major ends which they con- 
tend it would serve. Some stress the 
argument that it would increase total in- 
vestment in plant and equipment, thereby 
stimulating employment and business ac- 
tivity. Others see in accelerated deprecia- 
tion a means of speeding up the replacement 
of obsolescent machinery, thereby increas- 
ing the efficiency of production. Third, it is 
urged that in certain forms it would spread 
replacement and new investment more evenly 
over the different stages of the business 
cycle, thereby helping to minimize business 
fluctuations. Finally, some emphasize that 
it would stimulate investment on the part 
of small and expanding firms, thereby im- 
proving the competitive structure. 


Without discussing here the economic 
points involved, it is suggested that various 
methods of accelerating depreciation could 
be designed which would tend to achieve 
one or another, or perhaps all, of these re- 
sults. Like most tax inducements, this one 
would have its price, even though no one 
contemplates granting more than 100 per- 
cent depreciation. In this case, the price 
would be postponement, to some extent a 
permanent postponement, of revenue. This 
permanent postponement under the accel- 
eration scheme constitutes an actual long- 
run loss of revenue. This raises the question, 
of course, whether other measures involving 
a similar revenue loss would be more effec- 
tive or less effective in promoting desirable 
economic activity and distributing tax bur- 
dens equitably. 


Opponents of acceleration have raised a 
number of objections to it. One is that it 
would depart from standard accounting pro- 
cedures and from a quarter century of peace- 
time income tax policy and practice. Many 
accountants have asserted, with a good deal 
of anguish, that accelerated depreciation 
would undermine their lifelong efforts to 
teach businessmen sound principles of in- 
come determination. 


Accelerated depreciation has also been 
opposed on the ground that it favors the 
strong over the weak. It is claimed that the 
established concern with a large income 
could take full advantage of the allowance, 
while the new or struggling firm, having 
little if any income against which to charge 
the larger amount of depreciation, would 
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derive only minor benefits from it. The fact 
that small and expanding businesses have 
in general shown more interest than large 
and established ones in accelerated depre- 
ciation suggests, however, that the benefits 
would by no means be restricted to the 
larger corporations. 


The question of allowing accelerated de- 
preciation during the transition period as 
distinguished from the postwar period in- 
volves special considerations. It seems clear 
that no recognition should be given to ac- 
celeration in computing the excess profits 
tax and the carrybacks. Otherwise capital 
acquired for peacetime production would be 
charged against wartime income while the 
taxable profits thereby postponed until later 
years would be taxed at lower postwar rates. 
The resulting subsidy would be especially 
objectionable since under this treatment the 
corporations with the most favorable war- 
time experience would in general also re- 
ceive the most benefits from acceleration 
in the transition period. 


Another argument against allowing accel- 
eration during the transition is that infla- 
tionary pressures are likely to continue 
strong in this period. If investment de- 
mands were given strong additional impetus 
during such a period, the result might well 
be not more plant and equipment but more 
inflation. 


The question of when acceleration, if 
allowed, should go into effect, is only one 
of several knots that would have to be un- 
tied before a plan could be put into opera- 
tion. ‘Other questions, for example, are 
whether acceleration would be limited to 
machinery and equipment or extended to 
plants and other buildings, and whether it 
would be limited to small businesses or ex- 
tended to large and small alike. 


It should be observed that a considerable 
speeding up of depreciation is and has been 
available under existing law and regulations, 
but taxpayers have rarely availed themselves 
of it. I refer to the declining balance method 
of computing depreciation. Although this 
method has not had any considerable adop- 
tion in this country, it is the method ordi- 
narily used in Great Britain for depreciating 
machinery and equipment. Under the de- 
clining balance method an asset with a useful 
life of 20 years and a scrap value of 10 
percent would, at the end of five years, be 
44 percent depreciated as compared to 25 
percent under the commonly used straight- 
line depreciation method. 

Much has been said on both sides of the 
proposal to allow accelerated depreciation, 
and I have endeavored here to do no more 
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than open up the question. Those now 
studying postwar tax problems would very 
much like to have the benefit of additional 
facts and of your views concerning accel. 
erated depreciation. 







Other Objectives of Tax Policy 


Another important objective of tax policy 
is that the tax load should be distributed 
in a fair and equitable manner. The impor- 
tance of tax equity is only one reason, but 
a very important one, why the individual 
income tax will undoubtedly have the cen- 
tral position in the postwar Federal tax sys- 
tem. Net income is the best single measure 
of taxpaying ability and the individual in- 
come tax permits adjustment of the tax to 
the relative abilities and responsibilities of 
the taxpaying public. 


























Equity also requires taxes which allow 
no special privileges and impose no special 
penalties——which have a minimum of loop- 
holes and of hardships. Equity requires 
uniform administration. Indeed, one test 
of a good tax is that it be one that can be 
uniformly administered at moderate cost and 
without undue annoyance and expense to 
taxpayers. 










The simplification of the tax system, and 
especially of the income tax, is another 
worthwhile tax objective. The income tax 
is in general self-assessed. The cooperation 
and good will of the great majority of tax- 
payers are necessary to its successful opera- 
tion. Taxpayers must understand the taxes 
they are called upon to pay if cooperation 
and good will are to be fruitful. Unfortu- 
nately, a tax that ranks high in equity usually 
ranks low in simplicity; there must be a par- 
tial sacrifice of each in order to achieve the 
other to a satisfactory degree. The specialized 
technical provisions of the law which cause 
the loudest complaints have usually been 
placed in the law at the request of taxpayers 
in order to achieve greater equity. It is} 
fortunate that they ordinarly apply to only} 
a limited number of taxpayers. Any broad§} 
view of tax simplification must distinguish f, 
between the complications which affect the} 
few and those which affect the many. Af 
great deal of progress has already been§ 
made in simplifying taxes for the many. 































Finally, the taxpayer and especially 
business taxpayer desires and needs 
maximum possible certainty in the tax 
structure and in tax rates so that he may 
plan with more assurance. This objective 
ranks high in the factors which should in- 
fluence postwar tax adjustment. It cannot 
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be expected that in a world full of change 
the tax structure or tax rates can be kept 
rigid. One may also observe that a large pro- 
portion of tax changes arises from the de- 
mands of taxpayers who believe they are 
not being equitably treated under existing 
lav. Moreover, the Government cannot 
stand by and fail to ask for changes which 


experience has demonstrated are necessary. 
Nevertheless a good deal can be done to 
prevent avoidable tax changes. To achieve 
maximum stability it is important that the 
postwar tax revisions be made with great 
care and after adequate study so that a 
minimum of later correction will be required. 


[The End] 


STATE TAX DECISIONS 


Here are digests of some interesting court decisions involving state taxes. 


U. S. Supreme Court 

An appeal was filed with the United 
States Supreme Court on June 20, 1945, 
in the case of Johnson et al. v. Meagher 
County et al. The Montana Supreme 
Court held that the statutes imposing an 
ad valorem tax on the shares of stock 
ina national bank have not been affected 
by the enactment of the personal income 
tax law. 

Sec. 1997, Revised Code, applies to all 
property save that expressly exempted 
and national bank shares are not ex- 
empted. 


Income—Compensation for 
Personal Services 


Compensation for personal services 
rendered over a period of years which 
is received in one taxable year may be 
allocated over the period of years in 
which it was earned. The federal in- 
come tax law should be followed in ad- 
ministering the Kentucky law on this 
type of income. Kentucky Tax Commis- 


he Case Against Tax Reduction 


sion v. Sandman, Kentucky Court of Ap- 
peals, June 19, 1945. 


Intangibles—Situs of Property 


Intangible personal property should be 
taxed in the county of the owner’s domi- 
cile unless such property has acquired 
a situs elsewhere for business purposes. 
County Assessor of Garfield County v. 
Greer, Oklahoma Supreme Court, June 19, 
1945. 


Property —Hotel Occupied by 
Federal Government 


Hotel property used by the United 
States Government during the war emer- 
gency of World War II is not exempt 
from taxation where the record title re- 
mained in the original owner. The taxa- 
tion of the hotel property does not affect 
the governmental functions of the Fed- 
eral Government nor does it contravene 
any provisions of the Federal Constitu- 
tion. Boss v. Polk County et al., lowa 
Supreme Court, June 19, 1945. 








TAX RELIEF 


at 


Section 22 (d) (6) 


By E. C. JORDAN 


His inventory will be a prime worry of the businessman 
beginning right now, whether he has or has not had war 
materials on hand. Mr. Jordan, a Certified Public Accountant 
and taxman for the Fort Howard Paper Company, says: 
“The road to inventory relief under the last-in, first-out 
method is well mined and not entirely free of obstacles.” 


‘O FAR FLUNG have been the theories 

and discussions relating to claims for 
relief from excess profits taxes under Sec- 
tion 722 of the Internal Revenue Code that 
other opportunities for tax relief, more pre- 
cisely defined and more clearly applicable, 
have been shoved into the background with 
the result that the possibilties thereunder 
are sometimes overlooked or not adequately 
appraised. Code Section 22 (d), for in- 
stance, in which the “last-in, first-out” 
method of calculating inventories was given 
legal sanction in the Revenue Act of 1938, 
was amended without either extended hear- 
ings before congressional committees or 
widespread publicity through the enactment 
of Section 119 of the Revenue Act of 1942 
adding subsection (6). This subsection pro- 
vided that those taxpayers using the “last-in, 
first-out” method of inventory valuation 
were entitled to relief from taxation at 
either the high excess profits tax rate or 
the normal and surtax rates, as the case 
might be, on those profits resulting from 
the involuntary liquidation of inventories 
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during taxable years end- 
ing after December 31, 1941. 
Later, Section 110 of the 
Revenue Act of 1943 ex- 
tended retroactively _ the 
benefits of Section 22 (d) 
(6) to taxable years ending 
after December 31, 1940. 


While taxes for the years in which liqui- 
dation occurs are not immediately reduced 
inasmuch as a tax return reflecting the full 
inventory profit must be filed and applicable 
taxes paid on the due dates, subsection 
22 (d) (6), if invoked in an income tax 
return for or preceding the year of liqui 
dation, permits a taxpayer to file an amended 
income tax return for the year in which the 
liquidation took place when replacement of 
the inventory is made. On such a return he 
may expense the difference between the origi 
nal value of merchandise carried on the “last 
in, first-out” basis and the higher amoun 
actually paid to replace it. This inventory re 
placement must occur within three years 
after the present war ceases. Under thes 
circumstances the taxpayer will not onl 
receive substantial tax refunds but will als 
enter the postwar period with normal quan 
tities of inventories priced at a favorabl 
level. With competition after the war expecte 
to be keen, the combination of additiona 
working capital stemming from substantia 
tax refunds together with low priced in 
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yentories will likely prove to be a formid- 
able advantage. 


Inventory Reduced by War 
Restrictions 


To illustrate in detail, let us assume the 
following: The John Doe Company, valu- 
ing its inventories under “lifo,” carried 
10,000 units at January 1, 1942, priced at 
$10 each. Ordinarily, this concern would 
have continued to purchase its materials and 
charge them against profits in the war years 
to the extent used. However, because of 
war restrictions the taxpayer was forced to 
reduce its inventory so that the following 
quantities were on hand at each of these 
dates: 


January 1, 1942. :....:.. 
January 1, 
January 1, 


January 1, 


10,000 Units 
7,000 Units 
4,000 Units 
1,000 Units 


Since the prevailing market price of this 
material rose to $20 while liquidation was 
progressing, the John Doe Company found 
itself with a paper profit of $90,000 during 
the 1942-1944 period tax at the 90 and 95 
per cent excess profits tax rates. 

Let’s assume further that in 1947 the John 
Doe Corporation, having elected to apply 
the provisions of Section 22 (d) (6) in its 
1942 income tax return, is able to and does 
replace 9,000 units at the then existing post- 
war market price of $20. In this case the 
taxpayer is permitted to return the 9,000 
units to inventory at the January 1, 1942, 
price of $10 per unit. The $10 excess re- 
placement cost per unit can then be ex- 
pensed on amended income tax returns for 
the years 1942, 1943 and 1944, decreasing the 
profits for those periods by $30,000 annually 
and setting up total tax refunds of approxi- 


‘B® mately $75,000 after deduction for the 10% 


postwar refund of excess profits taxes. If 


any of the years in which amended returns 


he origi 
the “last 

amoun 
ntory re 
ee years 
ler thes 


Bnerships 


ibstantia 
riced in 
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are filed are closed by any provision or rule 
of law, such adjustments are nevertheless 
permitted if a claim for refund is filed within 
three years after the date of filing the in- 
come tax return for the year in which 
replacement is made. No interest is payable 
on these refunds. They are applicable to 
all taxpayers including corporations, part- 
and proprietorships. Amounts 
refunded will, of course, be less if the tax- 
Payer was not in the excess profits tax 
bracket when the involuntary liquidation 
Was required. 

Section 22 (d) (6) does not fully meet 
the complaint placed before the Senate 


Tax Relief at Section 22(d) (6) 


Finance Committee in their hearings pre- 
ceding the Revenue Act of 1942. There it 
was pointed out that the forced inventory 
liquidation produced large paper profits 
which, if taxed at the confiscatory war rate, 
would be a levy on capital needed imme- 
diately after the war to replace liquidated 
inventories. However, the law does present 
potential collateral on which a taxpayer 
may borrow to replace such inventories un- 
til he receives the tax refund. 


The road to inventory relief under the 
“last-in, first-out” method is well mined 
and not entirely free from obstacles. It is 
highly important to remember that if the 
replacement costs of liquidated inventories 
are less than the unit values carried under 
the “last-in, first-out” method, the taxpayer 
is faced with what could be a disastrous 
situation. Under these circumstances he 
must return the replaced quantities to in- 


ventory at the preliquidation level, adding 
taxes. 


the difference between the lower replace- 
ment cost and the original inventory price 
to taxable net income for the year in which 
the liquidation took place and pay the result- 
ing additional income and excess profits 


In case the replacement cost of liquidated 
inventories is less than the prewar price, the 
John Doe Company of the preceding illus- 
tration would be affected in this way. With 
an inventory at January 1, 1942, of 10,000 
units at $10 each, and with the liquidation 
of 3,000 units in each of the years 1942, 
1943 and 1944, it is able to buy materials 
after the war at $5 per unit. In this case, 
it would return the 9,000 units of liquidated 
materials to inventory at $10 per unit upon 
replacement and increase its income by 
$15,000 in each of the years 1942, 1943 and 
1944. Additional excess profits taxes of 
approximately $37,500 (without interest) 
would be required after considering the 10% 
postwar refund. Added to this grief is the 
knowledge that competitors able to get ma- 
terials at $5 per unit are at an operating 
advantage unless, as it might well do, the 
John Doe Corporation continued to pur- 
chase in excess of the 10,000 unit inventory 
so that its charges against profits would be 
at approximately the same figures as those 
of other concerns dealing in the same ma- 
terials. It has one other opportunity of 
avoiding the full repercussions of low re- 
placement costs in that the additional tax 
could be minimized by operating during the 
three-year period following the war on a 
“hand-to-mouth” basis, provided produc- 
tion could be maintained at a profitable level 
under these conditions. 
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While Section 22 (d) (6) requires the 
same crystal ball taxpayers need in deter- 
mining a valuation for capital stock tax 
returns, it seems to be the general opinion 
that with a huge war debt to service, a 
reservoir of unprecedented consumer de- 
mand, the vast job of reconstruction, and 
the maintenance of government price con- 
trols for sometime after the war, the postwar 
price level will be somewhat above that of 
the prewar era, at least until inventories are 
fully replaced. 


Although there has been an apparent shift 
to the “last-in, first-out” method of inven- 
tory valuation, not all taxpayers have as yet 
adopted it nor does anything but the tax 
angle prove to be any real argument in 
some cases for their so doing. It is true, 
though, that the involuntary liquidation of 
inventories was not confined to taxpayers on 
the “last-in, first-out plan,” but on the con- 
trary was quite generally applicable. There 
are many concerns using inventory methods 
other than “last-in, first-out” who, just as 
the “lifo” taxpayers indicated they did in 
hearings before the congressional commit- 
tees, imported materials from abroad and 
carried large inventories of such materials 
but, because of war conditions and lack of 
shipping space, were not able to maintain 
their stock. Should not they be entitled to 
the same relief from such involuntary in- 
ventory liquidation as “lifo” taxpayers now 
receive? 


It is a fact that many concerns previously 
on inventory methods other than “last-in, 
first-out” adopted it during the war years 
solely to obtain the benefits of the replace- 
ment provisions of Section 22 (d) (6). This 
tax compulsion on accounting technique is 
sometimes regrettable inasmuch as inventory 
methods vary widelyan approach and appli- 
cation and are most often adapted to highly 
individualized operations where, to reflect 
income accurately and yet retain both rea- 
sonably simple and practical accounting 
methods, the “last-in, first-out” procedure is 
not always satisfactory. The difficulties in 
training personnel in the required account- 
ing technique, and the facts that interim 
statements furnished management mean little 
and that “blocks” of materials prove diffi- 
cult to identify offset the admitted ability 
of “last-in, first-out” to level the peaks and 
raise the valleys. 


To correct existing inequalities affecting 
taxpayers not on the “last-in, first-out” basis 
or those taxpayers who adopted the “last- 
in; first-out” method merely to obtain the 
benefits of Section 22 (d) (6), Congress may 


700 


August, 1945 e TAXES —The Tax Magazine 


find it proper to review the possibilities of 
remedial legislation in its future considera- 
tion of technical revisions to the Internal 
Revenue Code. The required amendments 
could be inserted in the Code without un- 
duly complicating it or enlarging its text. 


An election to apply the benefits of Sec- 
tion 22 (d) (6) must be made when tax 
returns are filed for or preceding the year 
in which an inventory liquidation occurs, 
To the taxpayers who fail to make such an 
election, this subject is in the nature of a 
“post-mortem” analysis. But here again, it 
would be a simple matter to extend relief 
to the taxpayer who, confronted with the 
immediate problem of supplying war mate- 
rials and sifting through the maze of intri- 
cacies created by the war, “missed the boat” 
by failing to make the required election un- 
der Section 22 (d) (6). Inventory replace- 
ment on a large scale has not yet been 
possible, and the same considerations would 
have to be made now as those which were 
required when tax returns were filed pre- 
viously for years in which inventory liqui- 
dation had been experienced. 

It has been pointed out that the carry- 
back and carry-forward provisions of net 
operating losses and unused excess profits 
tax credits may provide relief for market 
adjustments of inventories and in many 
ways may be a better way than Section 22 
(d), as no application to the Commissioner 
to use them is required. In this connection, 
it is well to hold in mind that the inven- 
tories liquidated during the war period usu- 
ally have been normal stocks required to 
insure continuous production. These stocks 
may not be absorbed for many years after 
the war under “lifo,” depending entirely on 
economic trends affecting the particular tax- 
payer. Hence, it seems improbable that a 
taxpayer will be able to use his replaced and 
highly priced minimum inventory to prove 
a net loss on which to base a carry-back. 
And wouldn’t the carry-back and carry- 
forward provisions remove inventory liqui- 
dation relief from those taxpayers who 
because of good management or other rea- 
sons never reached the “red” and therefore 
had no loss to carry back? And what is 
more generally a topic of conversation among 
the tax-bent than the possibility of Con- 
gress removing the carry-back provisions? 


Congress has enacted real relief at Sec- 
tion 22 (d) (6) but it has an opportunity to 
apply this relief more equitably by a few 
simple amendments. Even under existing 
law the possibilities are clearly defined, the 
hazards open to appraisal and the right to 
relief unmistakably present. [The End] 
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More about capital gains in 


Personal Holding Company Income 
By LOUIS WINSTEN 


Soon after Mr. Halperin’s article appeared in the June issue, Mr. Louis Winsten 


wrote this memorandum, which appears here as an article, detailing his under- 


standing of the complicated and unexplained capital gains treatment of personal 


holding company income. 


Since we had reason to believe that the Bureau of 


Internal Revenue would issue a clarifying statement, we asked to hold Mr. Win- 


sten’s analysis until the matter was cleared somewhat. The Bureau contemplates 
no statement at this time, but we are unofficially informed that the method and 
computations followed and explained by this article are in accordance with the 


present Bureau attitude toward the same problem. 


While this article does not 


resolve the problem, nor explain the theory, for there are many who will disagree, 
it does at least tell what is expected. Mr. Winsten is a Certified Public Accountant 
in New York City. 






N DISCUSSING “Gains from the Sale 

or Exchange of Stock and Securities” in 
the article by J. Stanley Halperin on “Per- 
sonal Holding Company Income” in the 
June, 1945 issue, the following paragraph 
appears: 


“There is a provision in the law providing 
for a maximum long-term capital gains tax 
oi 25 percent. This has often been misin- 
terpreted in the case of the surtax on per- 
sonal holding companies. It has _ been 
thought that the 25 per cent limitation ap- 
plies to both the regular corporation normal 
tax and surtax and the surtax on personal 
holding companies combined, so that a per- 
sonal holding company having no income 
other than a $100,000 net long-term capital 
gain would pay a maximum tax of 25 per cent 
or $25,000. This is not so. The limitation 
of 25 per cent on a net long-term capital 
gain, as set forth in section 117(c)(1) of 
the Internal Revenue Code, grants the cor- 
poration merely the option to take the 25 
per cent limitation either against normal 
and ordinary surtax, or against the surtax 


on personal holding companies, but not against 
both.” 


Section 117 (c) (1) of the Internal Rev- 
enue Code, reads as follows: 


Personal Holding Company Income 





“If for any taxable year the net long-term 
capital gain of any corporation exceeds the 
net short-term capital loss, there shall be 
levied, collected, and paid, in lieu of the tax 
imposed by sections 13, 14, 15, *, *, and 500, 
a tax determined as follows, if and only if 
such tax is less than the tax imposed by 
such sections: 


“A partial tax shall first be computed 
upon the net income reduced by the amount 
of such excess, at the rates and in the man- 
ner as if this subsection had not been en- 
acted, and the total tax shall be the partial 
tax plus 25 per centum of such excess.” 


Letter Ruling to Mr. Austin 


Sections 13, 14 and 15 refer to corporation 
normal and surtax. Section 500 refers to the 
surtax on personal holding companies. In 
a footnote to the above quoted paragraph, 
reference is made to a special ruling by the 
Commissioner of Internal Revenue in a let- 
ter dated December 9, 1943. This letter of 
Robert E. Hannegan, Commissioner, was in 
reply to a letter dated February 6, 1943 of 
Maurice Austin, Chairman of the Commit- 
tee on Federal Taxation of the New York 
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State Society of Certified Public Accountants. 
The reply of the Commissioner was as 
follows: 


The Commissioner’s Reply 


“Reference is made to your letter dated 
February 6, 1943 requesting clarification of 
a question raised with respect to the com- 
putation of the alternative tax in the case 
of net long-term capital gains on the 1943 
personal holding company return, Form 


1120H. 


“You contend that once the 25% alterna- 
tive tax imposed by Section 117 (c) (1) of 
the Internal Revenue Code on the net long- 
term capital gain in excess of the net short- 
term capital loss in lieu of the tax imposed 
by sections 13, 14, 15, 204, 207 (a) (1) or (3) 
and 500, has been computed as provided in 
Schedule C, Form 1120, there is no further 
normal tax, surtax or personal holding com- 
pany tax to be imposed or paid upon the 
net long-term capital gain. 


“Section 117 (c) (1) provides in part that 
a partial tax shall be computed upon the net 
income reduced by the amount of excess 
of the net long-term capital gain over short- 
term capital loss, and the total tax shall be 
the ‘partial tax’ plus ‘25 per centum of such 
excess.’ 


“It is the opinion of this office that the 
provisions of section 117 (c) (1) should not 
be interpreted to require in the case of a 
corporation occupying the status of a per- 
sonal holding company the addition of ‘25 
per centum of such excess’ for the purpose 
of Chapter 1, and then another ‘25 per 
centum of such excess’ for the purpose of 
the personal holding company surtax. 


“The computation set forth in Item 30 of 
Form 1120H is to be made and taken into 
account in Items 31 and 32 only in those 
cases in which such a computation was not 
made and taken into account in computing an 
alternative tax in Schedule C (Form 1120). 
For example, even though a net loss is shown 
in Item 35 of Form 1120 (in which case 
there is no occasion for the computation of 
an alternative tax on that Form), the com- 
putation on Form 1120H may show that the 
taxpayer has undistributed Subchapter A net 
income due to adjustments reported in 
Items 2, 3, 4 and 5 on Form 1120H. Under 
such circumstances the computation of an 
alternative tax as set forth on Form 1120H 
is necessary, and in such computation 25 
percent of the excess of net long-term capital 
gains over net short-term capital losses is 
to be included in computing the tax liability. 
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On the other hand, in any case where 25 
percent of the excess of net long-term capital 
gains over net short-term capital losses has 
been taken into account in an alternative 
tax computation on Form 1120, it should not 
again be taken into account in computing the 
tax liability on Form 1120H. In such cage 
Item 29 on Form 1120H represents the taxf 
liability on that Form and should be entered 
as Item 32,” 































1942 Form Illustrated 


The items referred to in the above men- 
tioned letter represent those on the 1942 
form. Corresponding items in Form 1120H 
for the years 1943 and 1941 are as follows: 


1943-1944 






































As a result of this inquiry and reply, the 
following footnote appeared on Forms 1120H 
for the calendar years 1943 and 1944: 


“Footnote—The computation set forth in 
Item 29 is to be made and taken into account 
in Items 30 and 31 only in those cases in 
which such computation was not made and 
taken into account in computing alternative 
tax in Schedule C, Form 1120.” 


The interpretation placed on this letter by 
the writer is different from that used by Mr. 
Halperin. First of all, there is no option 
to take the 25% limitation either against 
normal and ordinary surtax or against the 
surtax on personal holding companies. Ii, 
in computing the normal and ordinary sur- 
tax, the alternative tax results in a smaller 
tax, the alternative tax prevails, in which 
case the capital gains are not again subject 
to any surtax on personal holding companies. 
On the other hand, should the normal and 
ordinary surtax computation be less than the 
alternative tax, the alternative tax is not 
paid in connection with the normal and 
ordinary surtax, and in such instance the 
alternative tax is computed in figuring the 
surtax on personal holding companies. 





























































In discussing this question, Mr. Halperin 
refers to the election on the part of a per- 
sonal holding company to take the limitation 
against ordinary corporation normal tax and 
surtax or against the surtax on personal 
holding companies, and advises that caution 
be exercised in making such an election since 
the same is binding, and amended returns 
and claims for refund filed contrary to such 
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ILLUSTRATION OF SAVING 


(Line numbers used in the illustration below refer to lines 
on 1944 income tax forms.) 


Line # EXAMPLE A EXAMPLE B 
31. Net income for declared value excess profits 
tax computation Loss $2,000.00 $800.00 
Excess of net long-term capital gain over net 
short-term capital loss (from Schedule C).. 20,000.00 20,000.00 


Net mecnie 0.0 i iene Oe eee ae, eee = 19,200.00 


Normal Tax Computation 


$5,000.00 @ 15% ..... $750.00 $750.00 
Salance @ 17% .................... 2,210.00 2,414.00 


Total normal tax . um $2,960.00 3,164.00 
Surtax—10% eee 1,800.00 1,920.00 


Total normal tax and surtax aonnee te ae 4,760.00 5,084.00 
» the 20, Schedule C—Alternative Tax—(25% of $20,000) 5,000.00 5,000.00 
120H Total Tax (line 27 or alternative tax which- 


ever is lesser) ....... et $4,760.00 $5,000.00 
th in 


ount Personal Holding Company Surtax (Form 1128) 
°s in 


and . Net imeeme ...................... ore $19,200.00 
ative F 7. Less—Federal income tax ... 4,760.00 5,000.00 


ots . Subchapter A—net income Gtk ctsscecn SER ZTRCS $14,200.00 
Mr. 
tion Computation of Tax 
inst Fis Surtax—$2,000 @75% ..... _.. $1,500.00 $ 1,500.00 
, Balance @ 85% Llswiavetan SSO 10,370.00 


Total surtax due ... 5. eed Soave bE Wyo Re ood $11,870.00 
hich 
ject Computation of Alternative Tax 
lies. 
and 
the 
not 
and . ee inal 
he 25. ae ee er eee Soe cee none none 
the -27, Surtax on balance ... re to ae none none 
25% of item 24 eS $5,000.00 none 
Alternative Tax aay ph ay ares 5,000.00 none 
Tax Liability (Item 20 or 30, whichever is 
lesser) ; ee eae ate abate, 5,000.00 none 
Total Tax (lines 28 plus 31) . WescRDen 9,760.00 $5,000.00 


Undistributed subchapter A—net income... $13,240.00 $14,200.00 
Less—Excess of net long-term capital gain over 
net short-term capital loss ... aware. 20;000:00 20,000.00 


Summary 


Total normal and surtax—plus surtax on per- 
sonal holding company De. 

Saving under Example B—despite increase in 
net income of $1,200 ........... $4,760.00 


$9,760.00 $5,000.00 


Personal Holding Company Income 703 











election may not be acceptable. In the opin- 
ion of this writer there is no option or elec- 
tion with respect to the limitation in the 
tax on capital gains and if the tax is over- 
paid because of use of the wrong method, 
there is no reason why a claim for refund 
should not prevail if the same indicates that 
the alternative tax results in a similar tax. 

Because of the application of the alterna- 
tive tax to either the ordinary normal tax 
and surtax of the corporation, or against the 
surtax on personal holding corporations, it 
may be possible, in many instances where it 
is known in advance that the alternative tax 
will apply only to the personal holding com- 
pany surtax, to arrange for the company to 
earn additional ordinary income before the 
end of its fiscal year so that the alternative 
tax will then apply to the normal tax and 
ordinary surtax and thus eliminate the addi- 
tional alternative tax on personal holding 
company surtax which would otherwise 
prevail. 

A simple illustration showing how the ad- 
dition of $1,200 ordinary income would re- 
sult in the transfer of the alternative tax from 
the personal holding company surtax to the 
normal and ordinary surtax and thus reduce 
the total tax liability from $9,760 to $5,000, 

































Recently, the President of the Com- 
merce Clearing House, in that company’s 
house organ, predicted that TAXES was 
headed for the big time. He was refer- 
ring, of course, to the circulation. Oc- 
cupying such a big-time place also brings 
big-time troubles. For instance, when we 
were smaller and a publication date was 
missed by a few days nobody seemed to 
mind very much. They just had a feel- 
ing that the magazine would be along in 
a few days and waited it out. It speaks 
well for the authors of the articles in the 
current issues, though, that, having been 
delayed because of some mechanical 
difficulties in the release of the July issue, 
we received a number of inquiries from 
subscribers as to the whereabouts of that 
issue. “We don’t want to miss a single 
issue,” almost all of the inquirers stated. 

Some of our new subscribers expressed 
concern for their newly-entered subscrip- 
tions, and we assure them that all new 
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or a saving of $4,760 on additional income 
of $1,200 is as follows: 


Since the lowest rate of tax applicable to 
corporate income is 25%, i. e., 15% normal 
tax, plus 10% surtax, and any increase in 
income over and above a minimum oj 
$5,000 is subjected to higher normal tax 
and surtax rate, the alternative tax on normal 
and surtax would apply to net long-term 
capital gains of personal holding companies 
unless its net income exclusive of such 
capital gains is less than $5,000. 


Many personal holding companies keep 
their books of account on a cash basis, 
Such companies should be in an advantageous 
position to be able to divert additional 
income so as to receive the same before 
the end of its fiscal year rather than the 
following year in the event such funds are 
required to invoke the alternative tax with 
respect to normal and ordinary surtax. 
Even corporations on an accrual basis may 
be able to do likewise provided such con- 
tingency is foreseen before the end of its 
fiscal year. In doing so, it would avoid the 
additional tax on capital gains of 25% ap- 
plicable to the surtax on personal holding 
companies where the alternative tax was not 
applicable in the computation of the normal 
and surtax. [The End} 
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THIS MONTH AND NEXT 


subscriptions, to this writing, have been 
entered. Hereafter we will watch that 
release date more closely. It is the 
twenty-fifth of the month, so that all will 
have their magazine by the first of the 
month of issue. 


The September issue will contain a 
significant analysis of state sales taxes 
by Roy Blakey, who gives permission to 
reproduce this excellent chapter from 
his forthcoming book on state excise taxes. 


“Is the income of a maintenance trust 
taxable to the settlor?” asks Emily Marx, 
the New York attorney who has written 


numerous articles clarifying this techni-° | 


cal subject for thousands of taxmen. 
Like all of this lawyer’s articles, this one 
is very meaty, analyzing some sixty cited 
cases. 

Edward Roesken covers the subject of 
the incident of state taxes upon the busi- 
ness of the contractor. 
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Expect to do business south of the border? 


Exemption for Export 


A DOMESTIC CORPORATION selling 
I\ personal property in the Western 
Hemisphere, was given by the 1942 revenue 
act certain tax advantages to offset any 
competitive disadvantage with foreign cor- 
porations. The advantage is that of per- 
mitting what is called in the law, “Western 
Hemisphere Trade Corporations” an exemp- 
tion from the surtax and the excess profits 
tax. 


Several factors determine whether or not 
a domestic corporation is entitled to exemp- 
tion from the surtax and the excess profits 
tax. These are: (1) The definition of a 
Western Hemisphere Corporation; (2) The 
requirements of obtaining exemption from 
surtax and excess profits tax; (3) What is 
meant by sources other than sources within 
the United States, and what effect does this 
have on the exemption from surtax and ex- 
cess profits tax? 


Inasmuch as the law and the regulations 
do not attempt to define when and where 
a sale is completed another factor would be: 
(4) What is the case history of the state- 
ment, “Sources other than sources within 
the United States”? (The place of sale is 
where the final act of the seller causing title 
to pass was performed.) 


A Western Hemisphere Trade Corpora- 
tion is defined in the law as one deriving its 
income principally from sources outside the 
United States and within the Western Hem- 
isphere. I. R. C. Section 109 says in part, 
Western Hemisphere Trade Corporation is 
one: “all of whose business is done in any 
country or countries in North, Central, or 
South America, or in West Indies, or in 
Newfoundland and which satisfies the fol- 
lowing conditions: * * * 95% or more of 


s the gross income for 3-year period imme- 


diately preceding close of taxable year or 
such part of existence of corporation was 
derived from sources other than sources 
within the United States and if 90% or more 
of gross income for which period or each 


Exemption for Export 


By MAURICE P. GELLER 


A Certified Public Accountant, New York 


part thereof was derived from active con- 
duct of a trade or business.” 


If a domestic corporation comes within 
this definition, it may be exempt from surtax 
for years beginning after December 31, 1941 
provided it meets the requirements outlined 
in discussion of (2), (3) and (4). 

The Senate Finance Committee (Official 
Report, Section 142, Revenue Bill of 1942) 
says in part, concerning Western Hemi- 
sphere Corporations, 


“In addition the entire trade or business 
of such corporation must be carried on in 
the Americas or adjacent areas.” 


“However, merely incidental economic con- 
tact with other countries outside such geo- 
graphical sphere will not place such corpora- 
tion outside the exempt classification. For 
example, the A Corporation is engaged in 
mining activities in South America and in 
shipping its product to foreign countries out- 
side the United States including Great 
Britain. The mere fact that the A Corpo- 
ration ships its goods to England, retaining 
title to such goods until acceptance of the 
bill of lading and draft in order to insure 
collection of the price, will not be considered 
as carrying on a business outside the West- 
ern Hemisphere.” 


Regulations 111; Section 29:109:1 requires 
the following information to be included in 
its income tax return: “its entire business 
done in one or more of the designated coun- 
tries, and for the 3-year period immediately 
preceding the close of the taxable year (or 
for such part thereof during which corpora- 
tion was in existence.” 

(a) Its total gross income from all 
sources 

(b) The amount derived from active 
conduct of a trade or business 

(c) Description of such trade or busi- 
ness and the facts upon which the cor- 
poration relies to establish such trade or 
business was actively conducted by it 
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(d) The amount of its gross income, if 


any, from sources within the United 
States. 


Exemption from excess profits taxes is 
granted by Section 727 (g). 


The net income of a domestic corpora- 
tion is subject to normal tax on its entire 
income no matter where earned or where 
its property is located. Income from sources 
other than sources within the United States 
is' determined under rules prescribed under 


I. R. C. Section 119. 


The income from personal property pur- 
chased in the United States and sold in a 
foreign country and vice versa is income at- 
tributable to the country in which such 
personal property is sold or marketed. If 
all incidents to marketing such merchandise 
result in the conclusion that it was mar- 
keted in a foreign country, then the gross 
income can be determined and allocated to 
sources without the United States. Of 
course to obtain the exemption, 95% of its 
gross income must be derived from sources 
outside the United States, and 90% must 
be attributable to a trade or business, or 
50% in case of excess profits taxes. 


The gross income from merchandise 
manufactured in United States and sold in a 
foreign country and vice versa is attributable 
to sources partly within and partly without 
the United States. 


Where Sale Completed 


The sale of personal property purchased 
in United States must be completed in such 
foreign country to be exempt from surtax 
and excess profits tax. The statute does 
not attempt to explain when and where a 
sale is completed. In Yokohama Hi-Ho 

waisha, Ltd., 5 BTA 1248, where silk was 
purchased abroad and sold in the United 
States the profit was held to be from United 
States sources. “The income of the seller 
is derived from the sale, and flows to the 
seller from the purchaser.” Also, John Bal- 
estreri, 47 BTA 241. 


In Elston Co., Ltd., 42 BTA 208, the Board 
said “that the general test in determining 
the words ‘the country in which sold’ as 
used in subsection means the country in 
which the title to the personal property 
passes from vendor to vendee.” 


The place of sale is where the title passes 
to the buyer from the seller. Title passes with 
delivery to the carrier, unless contract of 
sale provides to the contrary. The leading 
case on this subject says: “The place of 
sale is where the final act of the seller caus- 
ing title to pass, was done.” East Coast Oil 
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Co. S. A., 31 BTA 558, affd. 85, Fed. (2) 322 
Certiorari denied 299 U. S. 608. 


In Ronrico Corp., 44 BTA 1130, a contract 
provided for delivery to the purchaser un- 
der bills of lading vesting title in him at 
the point of shipment in Puerto Rico. It was 
held: “The substance of the contract goy- 
erned the conduct of the parties—. The 
buyer is obligated thereon to pay the agreed 
price when the documents are delivered 
to him in proper form, even though they 
arrive before the goods. Artic Inc. Cod Co, 
U. S. Southgate, 287 Fed. 48. The final 
acts essential to the sale—the shipment of 
the goods and the forwarding of the docu- 
ments—thus took place in Puerto Rico, and 
it was there that we must regard the sale 
as made. 

“Place of Sale” is where title to personal 
property passes to purchaser—In re Exolon 
Co., 45 BTA 845. 





How Gross Income Is Treated 


Gross income derived from personal prop- 
erty produced in United States and sold 
within a foreign country or produced by the 
taxpayer within a foreign country and sold 
in United States (other than income wholly 
within or wholly without the United States) 
shall be treated as derived from sources 
partly within the United States and partly 
within the foreign country. This differs 
from the method of determining gross in- 
come derived from the sale of personal 
property purchased in United States and 
sold in foreign country. 

One of the examples given in the regu- 
lation requires the use of a formula based 
on use of a fair, independent sales price (to 
an independent distributor) by a domestic 
corporation operating a sales branch in a 
foreign country. This sale price is used 
in computing income attributable to sources 
partly within and partly without the United 
States. Where no independent price has 
been established, the income attributable to 
sources partly within and partly without the 
United States is computed on the basis of 
another formula. The net income to be at- 
tributed to sources within the United States 
is computed by dividing the income in half. 
One-half is computed on the basis of sales 
within and without the United States and 
one-half is computed on the basis of assets 
within and without the United States. The 
total of these is attributable to income 
within the United States. 

The above definition differs in the case 
of the purchase of personal property in a 
possession of United States and sold in 
United States (by domestic corporations 


August, 1945 e TAXES—The Tax Magazine 





































































































































engaged 
ness witl 
Such inc 
from sou 
without | 
poration 
or busine 
States | 
Zone, G 
Virgin ] 
business 
during © 
the clos 
of that { 
within t 
corpora 
income | 
within | 
income 
sources 
treated 
corpora 
A do 
or busi 
States, 
the tes 
ever, it 
profits 
deduct 
earned 
Ad 
tc inc 
sales « 
The 
the U: 
clude 
order 
is suck 
and C 
tax ci 
Unite: 
1942 » 
tion | 
which 
not st 
or cc 
trade 
and n 
taine: 
on sz 
indus 
royal 
chars 
conv’ 
agre 
come 
amot 


Cre 

































































































tract 
> un- 
m at 
t Was 
gov- 
The 
reed 
ered 
they 
l Co, 
final 
it of 
locu- 
and 
Sale 


sonal 
colon 


engaged in active conduct of trade or busi- 
ness within a possession of United States). 
Such income is treated as derived partly 
from sources within and partly from sources 
without the United States. A domestic cor- 
poration engaged in active conduct of trade 


) or business within a possession of the United 


States (Puerto Rico, Philippines, Canal 
Zone, Guam, Samoa, Wake, Midway, not 
Virgin Islands) from which such trade or 
business, 50% or more of its gross income 
during the three-year period ending with 
the close of the taxable year (or such part 
of that period as the taxpayer received from 
within the possession) is derived, and which 
corporation also received 80% of its gross 
income for the same period from any sources 
within such a possession is taxed only upon 
income received within or derived from 
sources within the United States. It is 
treated like non-resident aliens and foreign 
corporations. 

A domestic corporation engaged in trade 
o: business in a possession of the United 
States, will obviously not be able to meet 
the test for exemption from surtax, how- 
ever, it may retain exemption from excess 
profits tax. It shall be entitled to the same 
deductions as are attributable to income 
earned within the United States. 

A domestic corporation may be subject 
tc income taxes in a foreign country for 
sales completed there. 

There may exist an agreement between 
the United States and such country to ex- 
clude tax on a mutually reciprocal basis in 
order to eliminate double taxation. There 
is such an agreement between United States 
and Canada which illustrates the point. The 
tax convention and protocol between the 
United States and Canada, signed June 17, 
1942 for purpose of avoiding double taxa- 
tion provides that a domestic enterprise, 
which has no permanent office in Canada is 
not subject to the Canadian tax on industrial 
or commercial profits. Therefore, if no 
trade or business is conducted in Canada 
and no permanent place of business is main- 
tained in Canada, there is no liability for tax 
on sales made in Canada. Commercial or 
industrial profits do not include, rentals, 
royalties, interest, dividends, management 
charges, gain on capital assets. The tax 
convention provides, that the United States 
agree to allow as a deduction from its in- 
come and excess profits taxes appropriate 
amounts of such taxes paid to Canada. 


Credit for Taxes Paid to Foreign 


Countries 


Taxes paid to the United States may be 
teduced by income war profits and excess 


Exemption for Export 


profits taxes paid or accrued during the year 
to any foreign country or to a possession 
of the United States subject to certain stat- 
utory limitations. 

A domestic corporation may not qualify 
for exemption from surtax and excess profits 
tax if the percentage of gross income from 
transactions (in which title passes to for- 
eign customers within the United States) 
reduces the gross income of such domestic 
corporation (for the three-year period im- 
mediately preceding the close of the taxable 
year or for such part of such period during 
which the corporation was in existence) to 
below 95% of the gross income, and if 90% 
is not derived from trade or business or 
50% in the case of excess profits tax ex- 
emption. 

A domestic corporation may lose its right 
to exemption from the surtax and the excess 
profits tax if the gross income attributable 
te the United States from the sale of per- 
sonal property produced in United States 
and sold in foreign country is reduced below 
the required 95% of gross income. 

A sales analysis is helpful in determining 
the gross income from various geographical 
divisions, provided, of course, the sales are 
completed in country in which sold or 
marketed. 

The following is a list of essential infor- 
mation to be compiled in summing up all 
factors relating to this problem. It is nec- 
essary to determine: 


(1) The liability for income taxes to for- 
eign countries on sales in such coun- 
tries. 

(2) The existence of reciprocal tax treaty 
to eliminate double taxation. 

(3) The extent of the credit for foreign 
taxes paid by which the domestic 
corporation may reduce its income 
taxes on earnings imposed by United 
States (I. R. C. Section 131). 

Gross income from personal property 
purchased in United States and sold 
in foreign country (List by Western 
Hemisphere, Possessions, Other 
Countries). 
Gross income from personal property 
produced in United States and sold 
in foreign country (List by Western 
Hemisphere, Possessions, Other Coun- 
tries). 
Gross income from personal property 
purchased in United States and sold 
in United States. 
Gross income from personal property 
produced in United States and sold 
in United States. 

[The End] 
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By JOSEPH F. WALTON 


E, AS ACCOUNTANTS, are con- 
fronted with tax problems today which 
are so complicated and numerous that in 
order to have a thorough knowledge of 
them, we cannot content ourselves with a 
limited study. The fundamentals of pre- 
paring tax returns is no longer sufficient 
knowledge for the taxman, rather it is the 
essence of inadequacy. But obviously all 
tax problems cannot be reviewed at one 
time, therefore I shall cover those which 
I consider current at this time in their im- 
portance: bad debts, depreciation, wage sta- 
bilization and excess profits tax relief. 














Losses and Bad Debts 


Starting with bad debts, my experience 
leads me to believe that a number of account- 
ants and attorneys are not familiar with the 
distinction between losses and bad debts. 
Some may not be aware of the fact that 
sections of the law dealing with deduction 
for losses and deduction for bad debts are 
mutually exclusive so that an amount de- 
ductible under one may not be deducted 
under the other. Some may not be aware 
of the fact that the statute of limitations 
with regard to filing a claim for refund in 
the case of a loss deduction is three years 
after the return was filed, whereas in the 
case of a bad debt it is now seven years. 
Some may not be aware of the fact that 
losses are deductible in the year in which 

















sustained, and bad debts in the year in 
which the debt became worthless. 
of the change in the Code under the Reve- 
nue Act of 1942 shows that under prior 
laws this distinction was of greater import- 
ance, since, under those laws, a bad debt 
was deductible in the year the debt was as- 
certained to be worthless and charged off. 
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ANALYZING SOME CURRE 


Depreciation, wage stabilization, excess profits tax relief—all current problems 
of the taxman—come under discussion in this Ohio accountant’s article. 
Walton’s illustration of reconstructing under the relief provisions shows graphi- 
cally steps he has taken in preparing claims for relief of his own clients. 
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11,788], the Board (now the Tax Court) 
states: “It will not determine the fact of 
worthlessness from the opinions and con- 
clusions of witnesses alone, in the absence 
of facts upon which their opinions and con- 
clusions were based.” How are we to prove 
ascertainment of worthlessness? We know 
that prior to the 1942 amendments, the bur- 
den was upon the taxpayer to show that he 
“ascertained” the debt to have become 
worthless in the taxable year in which he 
claimed the deduction. Under this provi- 
sion, a deduction might be allowed in the 
vear of ascertainment, although the debt 
was actually worthless in a prior year, pro- 
vided the taxpayer exercised good faith and 


did not close his eyes to the obvious. Under Thi 
the present law (retroactive to taxable years — 
beginning after December 31, 1938), a deduc- et 
tion is allowed only in the year the debt C no 
actually became worthless. When the tax- ron 
payer ascertained the worthlessness of the cies 
debt is immaterial. tin 
Under prior laws, a bad debt deduction the d 
would be denied unless there was a charge- § 'esult 
off. The present law (retroactive to taxable Aft 
years beginning after December 31, 1938) B Coypy 
contains no such requirement. There have § sion; 
been various Treasury Decisions with refer- J 10,70 
A study ence to bad debts, such as T. D. 4978, T. D. § Bank 
5136, and T. D. 5234. It is highly important — (40 
to understand Internal Revenue Code Sec- — 10,74 
tion 23 (k) with regard to the general rule § G. C 
covering bad debts and especially paragraph § 2085: 
(3) defining in this subsection securities be- J acqu 
coming worthless within the taxable year. § be w 
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Section 116 of the 1942 Revenue Act 


Inasmuch as I have discussed bad debts 
and losses, it seems quite appropriate to 
discuss Section 116 of the Revenue Act of 
October 21, 1942, amending Section 22 (b) 
(relating to exclusions from gross income) 
by adding at the end thereof the following 
new paragraph (12): 


“Recovery of Bad Debts, Prior Taxes, 
and Delinquency Amounts— .. . (D) 
Definition of Recovery Exclusion.—The 
term ‘recovery exclusion’ with respect to a 
bad debt, prior tax, or delinquency amount, 
means the amount, determined in accord- 
ance with regulations prescribed by the 
Commissioner with the approval of the Sec- 
retary, of the deductions or credits allowed, 
on account of such bad debt, prior tax, or 
delinquency amount, which did not result in 
a reduction of the taxpayer’s tax under this 
chapter (not including the tax under section 
102) or corresponding provisions of prior 
revenue laws, reduced by the amount ex- 
cludible in previous taxable years with re- 
spect to such debt, tax or amount under 
this paragraph.” 


This amendment to Section 22 (b) is only 
one of many benefits derived by taxpayers 
through the Revenue Act of October 21, 
1942. Prior to this amendment, General 
Counsel’s office issued G. C. M. 20854, -in 
which it said: “Recoveries of debts previ- 
ously deducted for Federal income tax pur- 
poses do not constitute taxable income unless 
the deduction of the debts in prior years 
resulted in a reduction of tax liability.” 


After the Commissioner acquiesced in 
Central Loan and Investment Co. v. Commis- 
stoner (39 BTA 981, 1939-2 CB 6 [CCH Dec. 
10,706]) and also acquiesced in The National 
Bank of Commerce of Seattle v. Commissioner 
(40 BTA 72, 1939-2 CB 26 [CCH Dec. 
10,748]) and upon Chief Counsel’s issuing 
G. C. M. 22163, which revoked G. C. M. 
20854, the Commissioner ordered that the 
acquiescence in the cases just mentioned 
be withdrawn. 


Current Problems 


G. C. M. 22163 was issued after the deci- 
sions were rendered in the cases above, and 
stated as follows: “An amount recovered 
upon a debt previously charged off and al- 
lowed as a deduction for Federal income 
tax purposes constitutes taxable income for 
the year of recovery regardless of whether 
the prior allowance of the deduction resulted 
in a tax benefit to the taxpayer.” Here we 
have one Memorandum stating that bad 
debts do not constitute income and the other 
one stating that they do constitute income 
regardless of whether the prior allowance 
of the deduction resulted in a tax benefit to 
the taxpayer. With such rulings being 
handed down, how could taxpayers know 
how to proceed? Congress took a step in 
the right direction when it adopted Section 
116 amending Section 22 (b) in the Revenue 
Act of October 21, 1942. 


“Allowed” and “Allowable” 


This is a starting point toward making 
other changes in the next Revenue Act, es- 
pecially with regard to depreciation and the 
terms “allowed” and “allowable.” The 
phrase “allowed or allowable” has been 
abused in the past, and taxpayers who did 
not derive a tax benefit from the excess de- 
preciation taken have been penalized by the 
Commissioner through T. D. 4422, giving 
agents the right to lower the rate of de- 
preciation on the remaining cost of the 
asset, without taking into consideration the 
excess depreciation taken in years of loss, 
or when the taxpayer maintained an incon- 
sistent position. Congress surely must be 
aware of what the United States Circuit 
Court of Appeals for the Third Circuit said 
with regard to the word “allowed” in 
Pittsburgh Brewing Company, Petitioner v. 
Commissioner of Internal Revenue, Respond- 
ent, and I quote from the opinion of. this 
court, in which it said: “Briefly stated, the 
question for our determination is whether 
depreciation claimed by the taxpayer in its 
income tax returns, in amounts in excess 
of those legally ‘allowable,’ have - been 
‘allowed’ within the meaning of the first 
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sentence of clause (B) of Sec. 113 (b) (1), 
although no taxable income was offset 
thereby. To put it in another way, is depre- 
ciation allowed only if it is actually deducted 
from taxable income or must it also be 
considered as allowed if it is reported on 
an income tax return but not taken as a 
deduction because of insufficiency of income? 
After full consideration of this question we 
have reached the conclusion that deprecia- 
tion is not allowed within the meaning of 
the act unless it is actually taken as a de- 
duction against taxable income.” 


The Board of Tax Appeals took cogni- 
zance of the term “allowed,” as applied to 
depreciation, in Kennedy Laundry Company 
v. Commissioner of Internal Revenue, 46 BTA 
70 [CCH Dec. 12,239], in which it said: 
“For the years 1932 to 1935 petitioner 
claimed depreciation at the rate of 10 per 
cent when the proper rate should have been 
8 per cent. Because of net operating losses 
petitioner got no tax advantage from the 
excessive rate. In 1937 petitioner adopted 
a rate of 8 per cent, which the Commissioner 
accepted and applied to 1936. Held, to the 
extent that petitioner received no tax advan- 
tage in such preceding years, its base for 
depreciation as of December 31, 1935, should 
be computed by employing the rate of 8 
per cent for the years 1932 to 1935. Pitts- 
burgh Brewing Co. v. Commissioner, 107 Fed. 
(2d) 155 [39-2 ustc [9759], holding that 
depreciation is not allowed under the statute 
unless a tax benefit is received.” 


Virginian Hotel Corporation v. 
Commissioner 


The Board of Tax Appeals followed the 
same line of reasoning in Virginian Hotel 
Corporation of Lynchburg v. Commissioner, 
Docket No. 105828 (entered May 6, 1942) 
{CCH Dec. 12,522-D], and I quote the 
syllabus of this case as follows: 


“In 1938, the Commissioner determined 
that the depreciation rates used by the peti- 
tioner since 1931 were excessive and conse- 
quently he applied lower rates. The 
petitioner accepts the lower rates and con- 
tends that since it sustained net losses in 
each of the years 1931 to 1936 and since 
depreciation claimed in the amount of 
$31,400 in excess of the amount allowable 
as determined by the Commissioner did not 
serve to reduce taxable income in such years 
therefore such amount should be restored 
to its depreciation base as of December 31, 
1937. The Board affirms the petitioner’s 
contention.” 
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It is regrettable that the United States 
Circuit Court of Appeals, Fourth Circuit 
reversed the Board of Tax Appeals in this 


maintain 
Commis: 


























































































































































































































important case. That court, however§ We su 
stated that “the method used by the Com. where th 
missioner for computing depreciation through ply T. | 
the remaining years of useful life of thef deprecia 
property seems to involve hardship in view rights ir 
of the fact that the taxpayer has received§ tion und 
but little tax benefit for the depreciation} ment of 
allowed, and the rates for the remainder agent w 
of the useful life are less than they would § thereby 
have been if the rates and useful life had § increase 
been correctly computed in the first instance, rates ar 
The answer is that the remedy is with Con- 
gress, and not the courts or the executive.” Wace 
This case was of such importance that it ie 
was taken before the Supreme Court of the§ This 
United States on writ of certiorari to the more cc 
United States Circuit Court of Appeals for § many ot 
the Fourth Circuit, October Term, 1942 (63 § are bow 
S. Ct. 120). I believe from the powerful § under t 
dissents written by Mr. Chief Justice Stone § Law N« 
and Mr. Justice Jackson, with Mr. Justice § as ame 
Roberts and Mr. Justice Murphy concur- § gated tl 
ring in the dissent, that we are bound tof ness ex 
see a change brought about by Congress § items si 
which will afford the taxpayers a means of § who ha 
justice so that rates of depreciation will be § tion ca! 
applied only to property that is properly § that in 
depreciable, the rates will be discontinued § have b 
when the property is fully depreciated, and — creases 
the rates will be consistently applied so that § confror 
the taxpayer cannot choose to take only af est bel 
little depreciation when he has a little in- of the 
come and a lot of depreciation when he has § they w 
a large income, as so ably stated by Mr. § badly 1 
Justice Jackson. This should hold good for ihn 
the Commissioner also so that he may not end 
promiscuously apply T. D. 4422 and lower§},.. , 
the rates of depreciation in years of high § on ay 
taxation, in order to exact a greater amount § when 
of tax from the taxpayers. and in 
Mr. Justice Jackson further stated: “I § ™ng 1 
am less inclined to lay down a rule that will have | 
permit the Government to make inconsistent been ; 
corrections in the matter of depreciation § ¢X¢m1 
because consistency in the matter of depre- § #4mou! 
ciation is one of the few important princi- J such 1 
ples of its application. There has been no 
more futile tax litigation than over depre- - 
ciation rates. If the Government § “™ © 
desires to make revisions of theoretical 
rates, there is no reason why it should not § Hour 
observe the rule of consistency that is one § may | 
of the cardinal rules to impose on the tax- § even 
payer.” not k 
Congress did well when it placed Section _ 
734 in the Internal Revenue Code, which = 
section pertains to an inconsistent position I os 
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tates 
cuit, 
| this 
ever, 
Com- 
‘ough 
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view 
eived 


maintained either by the taxpayer or the 
Commissioner. 





We surely must agree upon the fact that 
where the Commissioner has decided to ap- 
ply T. D. 4422 with reference to rates of 
depreciation, the taxpayer is well within his 
rights in maintaining an inconsistent posi- 
tion under Code Section 734 upon the assess- 


























































ation ® ment of a deficiency made by a revenue 
inder § agent who sees fit to apply this T. D. and 
vould § thereby reduce the rate of depreciation and 
- had Bincrease the taxpayer’s taxes when the tax 
france, B rates are at the highest point. 
Con- 
tive.” ae 
‘at af Wage and Salary Stabilization 
fF the This subject, I am convinced, will cause 
> the — more controversy in subsequent years than 
s for § many other sections in tax law. Deficiencies 
2 (63 § are bound to be assessed by revenue agents 
rerful Funder the Act of October 2, 1942 (Public 
Stone § Law No. 729, 77th Congress, 2nd Session), 
istice § as amended, and the Regulations promul- 
ncur- § gated thereunder, as amended, because busi- 
id tof ness executives have not taken these two 
gress § items seriously. Accountants and attorneys 
ns of — who have handled wage and salary stabiliza- 
ill be § tion cases for clients are aware of the fact 
perly — that in the majority of cases businessmen 
inued f have been plagued with requests for in- 
, and § creases in pay, and in many instances, when 
) that § confronted with such demands, in their hon- 
nly af est belief, they felt it in the best interest 
le in- § of the war effort to grant the increases so 
e has | they would not lose employees who were 
- Mr. — badly needed. 
d for As we know, the staffs of the War Labor 
y not E Board and the Salary Stabilization Unit 
lower F have not had sufficient personnel to check 
high F on all violations; we must also know that 
1ount f when the income tax returns of business 
and industry are examined, and the exam- 
|: “| | ining revenue agents find that pay increases 
t will | have been made without approval having 
istent § been secured, it will be the duty of the 
iation | €Xamining agents to disallow the entire 
lepre- | amount of compensation paid covering all 
rinci- § Such violations. 
en no 
~s In the Wake of Violation 
etical It is highly probable that the Wage and 
d not# Hour Division of the War Labor Board 
S one § may be abandoned at some future date, and 
> tax- § even though this is brought about, it will 
not keep the examining revenue agents from 
ection disallowing all violations in full. Should 
which this happen, it will prove disastrous to firms 
eitioh where the disallowance is of a large amount. 
I do not hesitate to say that the majority 
razine 


Current Problems 





of firms in the entire nation today have 
committed some violations since October 2, 
1942, when wage and salary stabilization be- 
came law. There are not enough inspectors in 
the Wage and Hour Divisions throughout the 
nation to check all the payrolls of the thou- 
sands of corporations, partnerships and sole 
proprietorships, and unless all business seeks 
the advice of competent accountants and 
attorneys who have a full knowledge of 


this law, you may rest assured that many 


business firms are inviting disaster. 


Do not be too anxious to criticize the 
War Labor Board and the Salary Stabiliza- 
tion Unit because these two administrative 
agencies of our government are faced with 
a duty to see that the law is complied with, 
and if we did not have this law, it is safe 
to say we would have been faced with more 
serious inflation problems. It is the lawyers’ 
duty to their clients or employers to see 
that they are not in violation of law and, if 
they are, in the name of common sense, to 
see that they make known to these agencies 
the full extent of their violations, so they 
may receive fair treatment in doing so. 
Companies should not be permitted to take 
the chance of violations not being found, as 
that is wishful thinking. Clients or em- 
ployers must be impressed with the serious- 
ness of granting wage and salary increases 
in violation of law. They must be informed 
about the various general orders and latest 
rulings handed down by the War Labor 
Board and the Salary Stabilization Unit. 


Mimeograph on S. S. U. Ruling 


It will be well for all accountants and 
attorneys to pay particular attention to the 
Mimeograph issued by the Commissioner of 
Internal Revenue on October 2, 1944, with 
reference to the Salary Stabilization Unit 
ruling concerning the payment of bonuses 
and commissions based upon a percentage 
of profits, sales or contract price of a gov- 
ernment contract already renegotiated or 
subject to renegotiation. 


I desire to call attention to one of the 
examples as set forth in this Mimeograph. 
It reads as follows: “The A Corporation 
entered into an agreement with its president 
in January, 1942, to pay him compensation 
at the rate of $25,000 a year plus ten per 
cent of the net profits. A Corporation is 
engaged in war production under contracts 
subject to renegotiation. For the fiscal year 
ending June 30, 1943, the corporation showed 
a net profit, before renegotiation of $400,000. 
The A Corporation paid additional compen- 
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sation to its president in 1943 of $40,000. 
After renegotiation, the corporation’s net 
profits were $100,000. The payment of the 
additional compensation of $40,000 would be 
deemed to be in contravention of the Act 
of October 2, 1942 as amended.” 


Attorneys or their clients who come un- 
der this ruling must take it seriously. They 
should not wait for an examination of the 
tax returns by revenue agents. They must 
place all the facts before the Head of the 
Regional Office of the Salary Stabilization 
Unit. This is only one of the many rulings 
that affect industry, and unless attorneys 
give them their immediate attention and 
make sure that they have done all within 
their power to place the correct information 
in the hands of the War Labor Board or 
Salary Stabilization Unit with regard to 
violations or such matters, in accordance 
with the Mimeograph just referred to, I say 
in all sincerity they will not be fair to their 
clients or employers. 


Excess Profits Tax Relief 


Now we come to one of the most impor- 
tant sections of the Internal Revenue Code, 
namely Section 722, covering relief for ex- 
cess profits tax purposes. The accompany- 
ing exhibits are presented so the reader may 
follow the rest of this discussion more care- 
fully. I shall not attempt to recount all 
the details starting with the Second Revenue 
Act of 1940, which is in variance with the 
Revenue Act of 1942, inasmuch as the two- 
year push-back rule was not considered in 
the 1940 Act. It would require considerable 
time to go into the Committee Reports cov- 
ering Section 722 of the Second Revenue 
Act of 1940 and the Amendment to this Act 
in 1941, along with the changes made in 
the 1942 Act and the interpretation covering 
relief as set forth in Regulations 109 and 
Regulations 112. 


This section as originally promulgated 
provided as follows: “For the purposes of 
this subchapter, the Commissioner shall also 
have authority to make such adjustments 
as may be necessary to adjust abnormalities 
affecting income or capital, and his decision 
shall be subject to review by The United 
States Board of Tax Appeals.” (I. R. C., 
Sec. 722, as added by the Second Revenue 
Act of 1940, Dec. 201.) 


Under such provisions it was not clear 
whether adjustments as to abnormalities in 
the base period might be made. The manner 
in which this section of the Second Revenue 
Act of 1940 was written confused tax au- 
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thorities as to whether any relief was provided which 

















in the absence of a deficiency assessment mand e2 
made by the Commissioner, inasmuch as anf aS YOU 
appeal to the Board of Tax Appeals wasito the « 
provided in only general terms. The origi-§ the mos 
nal provisions made with regard to this sec. § definitel 
tion of the Second Revenue Act of 19408 cording 
were made the subject of further considera- J copies 
tion by the Committee at the time of their prepare 
enactment. substan 
A study of the original provisions and the § product 
present law shows that substantial changes 
have been made in the subsequent Revenue!" °T 
Acts. I am firmly convinced that no other § de" Se* 
section of the excess profits tax law has § Form 9 
undergone as substantial a revision as has § nishing 
Section 722. The present regulations are § the mo: 
not only new but very difficult to apply. mation 
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Section 722 (b) (4) 
































I believe the reader will be interested in nish So 
knowing of Section 722 (b) (4) where the Reco 
taxpayer, either during or immediately prior § Statem 
to the base period, commenced business or ee 
changed the character of the business so Sold 
that the average base period net income does § > 
not reflect normal operations for the entire Recc 
base period. Period 

One of the most important steps to take Recc 
before seeking relief under Internal Reve-§ Period 
nue Code Section 722 (b) (4) is to know 
definitely if a demand actually existed for f Reco 
the product. There are different methods § ° Inc 
that may be used in order to determine Pote 
whether there was a demand for the prod- N 
uct. Purchase orders should be carefully. © Y, 
examined to see if any delay in shipments == 
existed. Correspondence, telegrams and Rec 
other pertinent data should also be exam-f§ tion C 
ined to see if purchasers of the product were Bas: 
dissatisfied with deliveries. Production rec- verne 
ords should be looked over carefully to see 
if various changes of dies or machines had Rec 
been made during the course of daily opera- Act 
tions in order to take care of orders on af quctic 
limited basis so as to satisfy the purchasers : 
with at least some deliveries. Correspond- W e€ 
ence of sales representatives should be chine 
examined covering complaints by them with Rec 
regard to delay in filling orders. Corre- -~ 
spondence showing requests for the new E - 
product should be examined, as well as sae 
any correspondence or statements by indi- Act 
viduals or companies which would have Rex 
used the new product had it been available. Guin 
Filing a Claim for Relief Fie 

ate 

After making a careful examination of all 
such data you should then be prepared to Es\ 
compile the facts in an intelligent manner, chise 
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which will permit you to know that a de- 
mand existed for the product. Just as soon 
as you have satisfied yourself with regard 
to the demand, you should then assemble 
the most important information which will 
definitely show that a demand existed ac- 
cording to Regulations 112. Photostatic 
copies of all such information should be 
prepared to be attached to the claim in 
substantiation of a demand for the new 
product. 


In order to prepare a claim for relief un- 
der Section 722 (b) (4) and file same on 
Form 991, you will be confronted with fur- 
nishing a vast amount of information, and 
the more detailed and complete such infor- 
mation is, the better your chances will be 
for obtaining relief for excess profits tax 
purposes. You should be prepared to fur- 
nish something similar to the following: 


Reconstructed Normal Profit and Loss 
Statement 


Reconstructed Normal Cost of Products 
Sold 


Reconstructed Net Income for the Base 
Period Years 


Reconstructed Form 1120 for the Base 
Period Years 


Reconstructed Excess Profits Credit Based 
on Income 


Potential Use Capacity 


Application of Products to Industries Us- 
ing Your Products 


Reconstructed Sales of Normal Produc- 
tion Capacity 

Ratios of Normal Production to Actual 
Production 


Reconstructed Normal Production Capacity 


Actual Sales and Machines Used in Pro- 
duction 


Weighted Average Production per Ma- 
chine Hour 


Reconstructed Normal Wages 


Reconstructed Wage Rates of Hourly 
Employees 


Actual Wage Rates 


Reconstructed Social Security, Unemploy- 
ment Taxes and Workmen’s Compensation 


Reconstructed’ Heat, Light, Power and 
Water Expenses 


Estimated Capital Stock Tax and Fran- 
chise Tax 
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Reconstructed Depreciation Charges 
Reconstructed Amortization of Patents 


Reconstructed Legal and Professional 
Expense 


Sales and Purchases Ratios Used in Re- 
constructing. 


A Change in Character of Business 


Now let us assume that the corporation 
seeking relief has been a manufacturer of 
sadirons for many years, and during the base 
period year beginning January 1, 1938, the 
company started to develop and manufac- 
ture a new product which could be sold 
in the automotive and electrical industries. 
The new product required the use of high 
speed machinery, a change in sales and ad- 
vertising methods, and the employment of 
skilled personnel familiar with the produc- 
tion methods to be used for the manufacture 
of the new product. 


According to the change made by the 
company, we readily recognize the fact that 
it qualifies under Code Section 722 (b) (4) 
because the taxpayer during the base period 
changed the character of the business and 
the average base period net income does not 
reflect the normal operation for the entire 
base period of the business. .We naturally 
have assumed for the purpose of this ex- 
ample that the business of the taxpayer did 
not reach, by the end of the base period, the 
earning level which it would have reached 
it the taxpayer had made the change in 
the character of the business two years be- 
fore it did so, and this being true it shall 
be deemed to have made the change at such 
earlier time. 


From the facts previously stated we also 
know that the taxpayer comes within Code 
Section 722 (b) (4) as stated in this sub- 
paragraph, “the term ‘change in the charac- 
ter of the business,’ includes a change in the 
operation or management of the business, a 
difference in the products or services fur- 
nished, a difference in the capacity for pro- 
duction or operation, a difference in the 
ratio of nonborrowed capital to total capital, 
and the acquisition before January 1, 1940, 
of all or part of the assets of a competitor, 
with the result that the competition of such 
competitor was eliminated or diminished.” 
We must also take into consideration any 
change in the capacity for production or 
operation of the business consummated dur- 
ing any, taxable year ending after December 
31, 1939, as a result of a course of action 
to which the taxpayer was committed prior 
to January 1, 1940. 
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Sadiron Manufacturing Co. EXHIBIT A 
Reconstructed Normal Profit and Loss Statement, Year Ending December 31, 1939 


Actual 


a i ie oat via d erase etunieuliny ace a eaten @ aN hee oe ed $4,000,000.00 
Banas Gieaikee Weer de eae alana A aula nae eed Cae 2,100,000.00 





Mme NMI oh 285 xt 8 EPL tae cc io oe Ot Jae ye Re See $1,900,000.00 
Selling Expense 















Seah hd ants Sar bay. wae Oh waaay $ 50,000.00 
ENS alent 2 feed ASS Bas ne LA oe 200,000.00 
SE OT BOOOD oni ieee ec cmebcvdeces 1,500.00 
PE Phra ese av 2 site ako ro aia Oe ae 30,000.00 
EES ERC RRS eRe ee eee ee 100,000.00 
UUM 5250s Reacts, Oh Soi Soret Sey, Po at cule tens 20,000.00 
GREENS SE a a ee A ey ER NS PIE 40,000.00 
III Sn (FO. Pee utr dy SD oY, 25,000.00 466,500.00 








rer 8 a Br Ea at Ue alas ee UA eu oleh enti $1,433,500.00 
Administrative Expense 













I ck. cy acura Gus aie. duahionniaparein ais 100,000.00 
UN oP wg. seh Oia er SS HATTE, OCU 180,000.00 
CEE NIE TONES) oes nds Ri wee rsdence ses 6,300.00 
Telephone and Telegraph .................. ree 15,000.00 
RS Seat Serene ere pane ar ereree rena 5,000.00 
ROC LORE OP TR RE 25,000.00 
Legal and Professional ...... Oi Sina RON Pelee eas Ol 50,000.00 
I ooo he iad sb Sheena ns Beier BRIA 10,000.00 
FOR OE ee Tee eee 13,000.00 
DEEN ior, 28 i odlnds, Duels ty cl dak Sebi 1,000.00 | 


Depreciation-Furniture 





Tiakadtviani tens wealas 2,200.00 407,500.00 








eee ee ae ee 


Other Expense and Income | 







Expense 
Discounts Allowed .............. $30,000.00 
ee Lees Sues ou ale 4,000.00 
Westevest TPEpONse . 2... on ses 400.00 
Bae ere 500.00 $ 34,900.00 


Income 
Bescounts Farned .........5..-20e $ 8,000.00 

Bad Debt Recoveries ............ 250.00 

Profit from Sale of Capital Assets 650.00 8,900.00 26,000.00 


















i I i cot noes eee KOREN Eo eee $1,000,000.00 
















Statement” and the “Reconstructed Normal 
Cost of Products Sold.” 

It is advisable to show the amount of 
new machinery acquired, the dates of acqui- 
sition, and whether any of the new machinery 
had to be rebuilt to give a higher rate of 
production. The next step can show how 


One of the first steps that must be taken 
is to determine what was normal business 
during the base period with the productive 
facilities on hand at December 31, 1939, and 
it is advisable to review the overall picture 
of existing conditions of the taxpayer. This 
will show why normal had not been attained key personnel had to be hired and the 
and indicate the reasonableness of the re- method of training old or new employees to 
constructed normal as determined in the perform the duties required of them; the 
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Sadiron Manufacturing Co. EXHIBIT A 

Reconstructed Normal Profit and Loss Statement, Year Ending December 31, 1939 
Ratio Applied to Actual or Source Normal 

Schedule of Reconstructed Sales of Normal Production Capacity.... $12,000,000.00 

Exhibit B, Reconstructed Normal Cost of Products Sold......... 4,900,000.00 


$ 7,100,000.00 





Schedule of Reconstructed Wages ................. $ 75,000.00 
La ee Tee eee Eee 600,000.00 
Schedule of Reconstructed Social Security Taxes.... 2,000.00 
CO ie eee I as ok Sas ieee mecumncinereas lemeeaesbek 72,000.00 
lg ace, abo oe |G hh cr ac a ae cee 240,000.00 
SUA, tT ol ohhh a cc eee Oo ae re 48,000.00 
SO eae Cree es 5 oo bs eee no eae eS 96,000.00 





ee Sere EET re mor 60,000.00 1,193,000.00 












$5,907,000.00 





Schedule of Reconstructed Wages ................. $150,000.00 
Schedule of Reconstructed Wages................. 357,000.00 
Schedule of Reconstructed Social Security Taxes.... 13,400.00 
BGS ie Ne IO 5.3855. 2h vadirw seed! gor nineteen o Wises 36,000.00 
OTe Ce cM ics oe se itis cS Gr dap Digs ROI SO OE 12,000.00 
SOSG Gr a A 5 iin kee Seesaw Abed Se 60,000.00 
SE II 5 so os tcacte Sai dud wharTlate smegma 120,000.00 
Ri a IN oi os roca ere Seae eS ice media oo ars 24,000.00 
Schedule of Reconstructed Taxes.................. 50,000.00 
Schedule of Reconstructed Taxes.................. 3,100.00 









Schedule of Reconstructed Depr. per Rev. Agt’s Report 827,545.44 





2,045.44 


$5,079,454.56 





a ee are ee eS $90,000.00 
NRCARCIY PUMURIINNE 50 cos 0). fo ws ee a Sack 12,000.00 
ERIM FPN io ang Os rs dd isos eS eee iore 400.00 
ee ais 1) ne re 500.00 $102,900.00 


PU TN sid on tego esas 22,545.44 i 
I TR I Gas 5 cn he hws 250.00 ; 
UN SU 6 oi eh Secs iss 650.00 23,445.44 79,454.56 


_ $5,000,000.00 





















purchase of new dies and tools, requiring demand for the item. Another important 
various adjustments before they could be _ feature is the amount of down time that 
placed on a production basis; the many ex- should be calculated to arrive at a total 
perimental problems confronted in order to operating time for each machine. 


hm mw mmiritei ies Tee RRR ASS SCR Eee ee ee ee 


find out which machine was best suited to Having all this information available, it is 
get the best production results in the manu- then possible to go ahead and furnish the 
facture of the particular part. information previously mentioned in support 

It is then well to show how the product of the reconstructed average net income for 


was favorably accepted, the various indus- the base period years. The “Reconstructed 
tries requiring the new product, and whether Normal Profit and Loss Statement” should 
a backlog of orders was created causing a show the actual statement and the ratios 
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Sadiron Manufacturing Co. 


EXHIBIT B 


Reconstructed Normal Cost of Products Sold, Year Ending December 31, 1939 


Material 


Inventory, Jan. 1, 1939 ..... 
Purchases 


Inventory, Dec. 31, 1939 . 


Materials Used .. 

Direct Labor . 

Manufacturing Expense 
Supervision et 
Indirect Labor .... a 
Social Security Taxes 
Tools and Dies 
Plating and Finishing 
Heat, Light, Power and Water 
Freight and Cartage 
Trucks caeae 
Repair and Maintenance 

Buildings 

Machinery 
Depreciation 

Trucks =* 

Buildings ....... 

Machinery ... wiviaritt 
Amortization of Patents .... 
Factory Supplies .. 
ee 
Real and Personal Property . 
Miscellaneous 


Total Manufacturing Expense .... 


Cost of Sales 





Actual 


-. $100,000.00 


550,000.00 $650,000.00 
$150,000.00 


$ 500,000.00 
650,000.00 


$100,000.00 
350,000.00 
40,000.00 
100,000.00 
110,000.00 
25,000.00 
20,000.00 
5,000.00 


8,000.00 
10,000.00 


5,000.00 
10,000.00 
50,000.00 

4,000.00 
60,000.00 
15,000.00 
18,000.00 
20,000.00 


950,000.00 
$2,100,000.00 





applied to the actual column or the sched- 
ules prepared to determine the normal. 


Those items of income or expense which 
fluctuate with volume should be increased 
by using the sales ratio or the purchases ratio. 
The sales ratio is the ratio of normal sales 
to actual sales, and the purchases ratio is 
the ratio of normal purchases to actual 
purchases. 


It is a well-known and generally under- 
stood fact that expenses, as a percentage of 
sales, decrease with increased volume up to 
the point expressed by the accountant and 
the economist as the point of diminishing 
returns. 


With this well-founded and justifiable 
premise in mind, the expenses are analyzed 
in the “Reconstructed Normal Profit and 
Loss Statement” and in the “Reconstructed 
Normal Cost of Products Sold” (Exhibits 
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A and B), which are reconstructed by ap- 
plying the ratios. 

Where the sales ratio or the purchases ratio 
has been used, we have applied 80% of the 
ratio in most cases in order to determine nor- 
mal. However, this percentage will not be ap- 
plied to all items, and consideration should be 
given to the actual conditions existing in the 
particular case when reconstructing. It 
would be safe to reconstruct commissions 
on the basis of 100% of the sales ratio, pro- 
viding the same rate of commissions was in 
effect throughout the base period. Items 
such as advertising, entertainment, traveling, 
auto, freight and cartage out, and miscel- 
janeous are deemed to be semivariable ex- 
penses which increase with volume but not 
in direct ratio. Undoubtedly the 80% of the 
sales ratio would not apply definitely to each 
of these expenses taken individually, but we 
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Sadiron Manufacturing Co. 








EXHIBIT B 


Reconstructed Normal Cost of Products Sold, Year Ending December 31, 1939 








Ratio Applied to Actual or Source Normal 
$ 100,000.00 
1,550,000.00 $1,650,000.00 
150,000.00 
Seles Ratio ........ ee eT eter eh ROLLE ener $1,500,000.00 
Schedule of Sicilia W. ages ee ee eee te 8 1,600,000.00 
Schedule of Reconstructed Wages ......... ee 
Schedule of Reconstructed Wages .... 600,000.00 
Schedule of Reconstructed Social Serwity Taxes. . 90,000.00 
80% of Sales Ratio .... 240,000.00 
Schedule of Reconstructed Plating lt Fishes 200,000.00 
Schedule of Reconstructed Heat, Light, Power and Water 45,000.00 
80% of Purchases Ratio 45,090.88 
80% of Purchases Ratio 11,.272:72 
125% of Actual . 10,000.00 
80% of Sales Ratio ; 24,000.00 
Schedule of Reconstructed idee: per ities: Agt’ S Sanus 6,000.00 
Schedule of Reconstructed Depr. per Rev. Agt’s Report . 11,000.00 
Schedule of Reconstructed Depr. per Rev. Agt’s Report 49,500.00 
Schedule of Reconstructed Amortization per Rev. Agt’s R. 4,136.40 
80% of Sales Ratio ... ey nthe iG ee 144,000.00 
Schedule of Reconstructed eoeiiaee ~ 25,000.00 
Schedule of Reconstructed Taxes 22,000.00 
80% of Sales Ratio ........ 48,000.00 
1,800,000.00 
$4,900,000.00 











have assumed that taken as a group the re- 
constructed expenses could be said to rea- 
sonably approximate this 80%. It must be 
borne in mind that the sales ratio should 
not be applied in the case of expenses which 
bear no direct relation to sales. 

The same line of reasoning might be used 
in setting up the reconstructed telephone 
and telegraph, postage, office supplies, and 
miscellaneous at 80% of the sales ratio. 

The use of the purchases ratio to recon- 
struct discounts earned and the sales ratio 
to determine the discounts allowed and bad 
debts needs no substantiation. Other in- 
come and expense items in which no changes 
have been made are of the type that have 
little or no relationship to volume of busi- 
ness. Some argument may be offered in 
the case of donations and interest paid, but 
the amounts are too insignificant to warrant 
much discussion. 


Current Problems 





All other items shown in the “Recon- 
structed Normal Profit and Loss Statement” 
(Exhibit A) should be analyzed in the de- 
tailed explanations of the “Reconstructed 
Normal Cost of Products Sold” (Exhibit 
B), “Reconstructed Sales of Normal Pro- 
duction Capacity”; “Reconstructed Normal 
Wages and Salaries”; “Reconstructed Social 
Security Taxes and Unemployment Com- 
pensation”; “Reconstructed Depreciation 
Charges”; “Reconstructed Professional and 
Legal Expense.” 

The “Reconstructed Normal Cost of 
Goods Sold” (Exhibit B) should present the 
actual statement and the ratios applied to 
the actual or the schedules prepared to 
determine the normal. Materials used in 
the normal may be determined by multiply- 
ing the actual by the sales ratio. Weight 
should be given to some of the facts which 
might help to prevent the attainment of 
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EXHIBIT C 









Year Ending Index* 
December 3). 1936 ... 2... 005 eeess 115.5 
Jy ae) a <7 re 116.4 
Drecemper Ji, TSG 6 inks ice eicn. 61.4 
December 31, 1939 ............0. 106.7. 












EXHIBIT D 






Sadiron Manufacturing Co, 
Reconstructed Net Income for Base Period, Years 1936 to 1939 


Index 1939 Normal 
1939-100 Normal Net Income 
108.2 $5,000,000.00 $5,410,000.00 
109.1 5,000,000.00 5,455,000.00 
$7.5 5,000,000.00 2,875,000.00 
100 5,000,000.00 5,000,000.00 








Reconstructed Excess Profits Credit Based on Income, Years 1940 to 1943 


Year Ending December 31 









Net Aggregate of Columns 1, 2, 3 and 4 
Average Base Period Net Income 
95 Percent 








Applicable to Y ears 1941, 1942 and 1943 


Excess Profits Net Income 
(Exhibit C) 






$5,410,000.00 


Net Aggregate of Columns 1, 2, 3 and 4 
Average Base Period Net Income 
95 Percent 





















normal, such as the purchase of any new 
machinery or equipment during the base 
period years 1938 and 1939 and the time 
required to make any changes to fit the 
product, the necessity of training men, and 
the adjustments required on tools and dies 
on hand to produce the desirable results. 
Freight and cartage in, truck and auto ex- 
pense would, on account of large purchases, 
cause the granting of lower rates and the 
fuller use of truck and auto. 

Repair and maintenance of machinery, 
equipment and buildings might be recon- 
structed on the basis of the relation to the 
capital invested in the assets which are sub- 
ject to repairs as of December 31, 1939. 
Actual fire insurance, real and personal 
property taxes based on December 31, 1939, 
values should be used in reconstruction. The 
“Reconstruction Net Income for the Base 
Period Years” (Exhibit C) should show the 
reconstructed net income for the years 1936, 
1937, 1938 and 1939. It may be well in 
many instances to use the index numbers 
compiled by the Bureau of Internal Reve- 
nue, Bureau of Statistics, to compute the 
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August, 


Applicable to Year 1940 1936 1937 1938 1939 

Net Income (Exhibit C) ..... $5,410,000.00 $5,455,000.00 $2,875,000.00 $ 5,000,000.00 
Less Income Taxes .......... 810,340.00 817,090.00 474,375.00 825,000.00 
Excess Profits Net Income ... $4,599,660.00 $4,637,910.00 $2,400,625.00 $ 4,175,000.00 


—_—_—_———— ——— _—— ———<—<—<——— . 








$15,813,195.00 
3,953,298.75 
3,755,633.81 
3,755,633.81 


$ 5,000,000.00 


$18,740,000.00 
4,685,000.00 
4,450,750.00 
4,450,750.00 


* Source: Bureau of Internal Revenue—Bureau of Statistics—All Corporation Returns. 


normal net income for the base period years 
1936, 1937, 1938 and 1939 by applying them 
to the normal net income for the year 1939 
reconstructed according to the “Reconstructed 
Normal Profit and Loss Statement.” 

The schedule for “Reconstructed Form 
1120” should show the tax computations 
for the base period years using the net in- 
come reconstructed in the “Reconstructed 
Net Income for Base Period Years.” The 
“Reconstructed Excess Profits Credit Based 
on Income” (Exhibit D) should show the 
computations of the excess profits credit 
applicable to the years 1940, 1941, 1942 and 
1943. The schedule “Potential Use Ca- 
pacity” should be presented in a clear and 
concise manner in order to dismiss any 
doubt that there was a market for the total 
units upon the assumption of what would 
have been produced had normal production 
been attained by December 31, 1939. You 
should be prepared to furnish information 
from statistics you can acquire which will 
show the potential use by the industries of 
which the claimant is a part. Then prepare 
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schedules showing the capacity of the tax- 
payer based upon the number of productive 
hours working on December 31, 1939, and 
the number and types of machines which 
could have been operating on this date, also 
taking into consideration the effect the two- 
year push-back would have had if the ma- 
chines were in operation at such earlier date. 


Establishing Demand 


In establishing a demand for the product, 
let us assume the new product was used 
in the automotive and electrical industries. 
An analysis of those two industries along 
with the knowledge of the applications that 
can be made by the use of the new product 
accepted by them will also show that a de- 
mand existed. Had the new product been 
in production and had all the kinks been 
ironed out of it, the use of the two-year 
push-back rule would assist in proving that 
sales would have reached a higher volume 
by December 31, 1939. 


The schedule of “Reconstructed Sales of 
Normal Production Capacity” should show 
the distribution by part of the normal pro- 
duction of each type of machine and selling 
price. The industrial use or uses of the 
parts should be shown. The distribution of 
production should be determined by taking 
the total normal production of each type of 
machine from the schedule “Reconstructed 
Normal Production Capacity”, and allocat- 
ing it to the parts actually made on the 
particular type of machine. This is done by 
taking from the schedule “Ratios of Normal 
Production to Actual Production”, the ratio 
of the total actual sales of units made on a 
type of machine to the normal production 
of that type and applying it to the actual 
units sold as shown in the “Actual Sales and 
Machines Used in Production” schedule. 
No attempt should be made to use selective 
sales which would unquestionably result in 
greater net sales and consequently larger 
profits. We must be just as fair with our 
government as we wish the government to 
be with us in reconstructing under Code 
Section 722 (b) (4). 


The “Ratios of Normal Production to 
Actual” should list by type of machine the 
normal production, the actual production 
and the ratios of the normal to the actual. 
These ratios should be used to compute the 
normal sales in units shown in the schedule 
“Reconstructed Sales of Normal Produc- 
tion Capacity” by applying them to the 
actual units sold in the “Actual Sales and 
Machines Used in Production” schedule. 


Current Problems 


How to Show Reconstructed 
Production 


The “Reconstructed Normal Production 
Capacity” of a type of a machine should be 
determined by multiplying the total number 
of productive hours per year of all ma- 
chines of that type by its weighted average 
normal production per hour as compiled in 
the “Weighted Average Production per 
Machine Hour” schedule. 


Productive hours per year for a type of 
machine may be assumed to be 8 hours per 
work day less a known percentage for down 
time. It is then necessary to use the net 
figure of actual time used in operating a 
single machine and multiply that by the 
number of normal working days in the year. 
Consideration should be given to the fact, 
when arriving at down time, that in many 
industries setting up of new jobs is often 
done before and after regular working hours 
and during lunch periods. Consideration 
should also be given to the fact that normal 
production would make possible longer runs 
before changing to other jobs necessary to 
fill rush orders. 


The schedule “Actual Sales and Machines 
Used in Production” should show a break- 
down of the actual units manufactured and 
sold, and the machines used in producing 
each part. The units sold should be taken 
from production cards and the selling prices 
from price lists, showing the discounts al- 
lowed, or from other available records which 
will clearly reflect the correct information. 
The machines used in production should be 
taken from production cards and job records. 


The ratios used in “Ratios of Normal 
Production to Actual Production” should be 
applied to the units produced and sold as 
shown in the schedule “Actual Sales and 
Machines Used in Production”, in arriving 
at the units that would have been produced 
had production been normal at the end of 
the base period, December 31, 1939. The 
“Weighted Average Production per Ma- 
chine Hour” should show the computation 
of the weighted average production per hour 
for each type of machine. 


Obtaining Normal Production 
Figures 


The next procedure is to take the actual 
job time cards on which the same machine 
was used in the “Actual Sales and Machines 
Used in Production” schedule in order to 
obtain the normal production and then mul- 
tiply by the units sold in the “Actual Sales 
and Machines Used in Production” schedule 
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to get the weighted products. The weighted 
products are then added and divided by the 
total units sold of the parts used in com- 
puting the total weighted products; the re- 
sult is the weighted average production per 
hour for each type of machine as used to 
arrive at the “Reconstructed Normal Pro- 
duction Capacity” per year. 


“Reconstructed Normal Wages and Sal- 
aries” should be shown in the “Reconstructed 
Normal Profit and Loss Statement” and the 
“Reconstructed Normal Cost of Products 
Sold” (Exhibits A and B). The average 
number of employees on an hourly basis 
should be converted to the number of em- 
ployees required to work the actual total 
hours if they had all worked an 8-hour day 
throughout the year less time off for the 
standard holidays and Sundays; no similar 
change should be made for salaried em- 
ployees. Upon this assumption with regard 
to production employees, the number of 
machine operators required to attain normal 
will be found by dividing the operating time 
of the machines during the year by 2456 
(307 days times 8 hours per day) increased 
by a known percentage to take care of any 
personal or relief time. The number of 
set-up men required may be found directly 
by dividing the total down time for the 
year by 2456. A ratio can then be com- 
puted by dividing the total normal oper- 
ators and set-up men by the actual operators 
and set-up men. This ratio is then applied 
to the actual or converted actual of all other 
employees except plant superintendents, 
production superintendents, inspectors, watch- 
men, sweepers, salesmen and executives to 
determine normal. 


The schedule “Reconstructed Wage Rates 
of Hourly Employees” should show the pro- 
cedure for converting average wage rates 
for hourly employees based upon an 8-hour 
day adjusted for time and one-half if the 
full 6 days per week is used, which is in 
excess of 40 hours per week. The “Actual 
Wage Rates” should be taken from the pay- 
roll records covering the largest production 
and sales period for the year 1939 provid- 
ing the machine and equipment capacity was 
greater during the last year of the base 
period than during the two years prior to 
December 31, 1939. 


As the Bureau of Internal Revenue Index 
has been previously suggested for use in 
Exhibit C, “Reconstructed Net Income for 
the Base Period Years”, it is not necessary 
to adjust the higher wage rates paid by 
most industries during 1939 over prior years 
in the base period. 


How to Show Social Security Taxes 


In reconstructing Social Security taxes, 
the following procedure should be adopted: 
Apply the rates of Social Security taxation 
in effect in each of the base period years 
to the reconstructed payroll, giving effect to 
nontaxable wages in excess of the statutory 
limit of $3,000 earned by any one employee. 
Unemployment tax and Workmen’s Com- 
pensation should be based upon the recon- 
structed payrolls in accordance with the 
taxpayer’s experience in each of the base 
years. 


In reconstructing “Heat, Light, Power 
and Water,” the past experience of the tax- 
payer should be used to arrive at the normal 
expenses, as it is highly probable that “Heat, 
Light and Water” might not increase in 
the same proportion as other expenses. The 
reconstructed depreciation charges should 
be based upon the actual buildings, equip- 
ment and machinery on hand December 31, 
1939, and also make allowance covering 
depreciation for buildings, equipment and 
machinery the taxpayer was committed for 
on or before December 31, 1939, and added 
at a subsequent date to take care of the 
demand for the taxpayer’s new product. 


In reconstructing “Amortization of Patents,” 
if a Revenue Agent’s report has been made 
for the year of highest production of the 
new product during the base period and no 
protest was filed with regard to this item, 
the actual amortization should be used. 
The reconstructed “Legal and Professional” 
expense should show the expenses incurred 
during the last year of the base period end- 
ing December 31, 1939, making allowance 
for a nominal increase of the same by the 
use of the two-year push-back rule. Sales 
and purchases ratios previously explained 
and used in reconstructing should show how 
these ratios were determined. Proper al- 
iowance for the expenses of “Capital Stock 
Tax and Franchise Tax” should be made in 
reconstructing. 


As this hypothetical example shows there 
was an actual change in the “character of 
the business”; a “difference in products or 
services”; and a “difference in capacity or 
operation”, it is definitely known to the tax- 
payer that it comes under Code Section 
722 (b) (4) and Regulations 112, Section 
35.722-3. The taxpayer is then permitted to 
reconstruct its normal earnings for the base 
period years, as it is considered to have 
commenced business or changed the character 
of its business two years prior to the actual 
event and the normal earnings should be 
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based upon a reconstructed business ex- 
perience which has been lengthened two 
years, even though such amount may exceed 
the actual earnings realized by the taxpayer 
during its first or second excess profits tax 
taxable year. By this I do not mean that 
the taxpayer could use the experience it had 
during the excess profits tax taxable years 
1940 and 1941. The two-year push-back rule 
should not be used to take into consideration 
those years because Regulations 112 have 
clearly defined “Events or Conditions After 
December 31, 1939”, in part as follows: 
“Consequently, the level of normal oper- 
ations which would have been reached by a 
taxpayer which is considered to have com- 
menced business or to have changed the 
character of its business two years prior to 
the actual event shall not be determined by 
attributing to the base period the results 
of the taxpayer’s operations for its two ex- 
cess profits tax taxable years beginning after 
December 31, 1939, or for any period of 
time after such date.” 


The application on Form 991 (revised 
January, 1943) must set forth in detail and 
under oath each ground under Section 722 
upon which the claim for relief is based and 
facts sufficient to apprise the Commissioner 
of the exact basis thereof. The mere state- 
ment of the provision or provisions of law 
under Code Section 722 upon which the 
claim for relief is based shall not constitute 
an application for relief within the meaning 
of Section 722. It is incumbent upon the 
taxpayer to prepare a true and complete 
claim and to substantiate it by clear and 
convincing evidence of all the facts neces- 


TAX 
tVADERS 


sary to establish the claim for relief; failure 
to do so will result in disallowance of the 
claim. 


In case the taxpayer elects to pay in in- 
stallments the tax shown upon its return 
and at the time the application is filed such 
tax has not been paid in full, the taxpayer 
should file a claim for refund on Form 843 
as promptly as possible after such tax has 
been paid in full, The information already 
submitted in the application need not again 
be submitted on Form 843 if reference is 
made therein to such application. 


It can readily be seen from the details of 
this one example just what is involved in 
preparing relief claims under Internal Reve- 
nue Code Section 722. There are many 
ways to file relief claims under this section. 
Reconstruction of one business probably 
could not be used for other lines of busi- 
ness. Attorneys and accountants must be 
prepared to gather together a vast amount 
of information. They must have a world 
of patience. They must analyze all the 
statistical data available pertaining to the 
industry of which the claimant is a part. 
They must be prepared to argue their case 
clearly before the conferees of the Bureau 
of Internal Revenue, who are very familiar 
with this section of the law. 


The problems centering around Section 
722, as well as those mentioned earlier, are 
indeed complex, but attorneys and ac- 
countants are solving them. Yet it is to be 
hoped that the cooperative efforts of tax- 
men and legislators will lead to even more 
satisfactory solutions in the coming tax 
years. [The End] 


Secretary Morgenthau announced, recently, at a news conference, 
that the more investigations there are by the Treasury, the more 
evasions of the income tax law there are uncovered. “The more 
we go into it the more shocking we find it.” 


The evasion is not limited to any one line of business; restaura- 


teurs, war contractors, drug distributors and manufacturers of 

women’s clothing furnish “shocking” instances of evasion. The 
methods used involve billing merchandise on fake billheads, receiving cash for mer- 
chandise sold, and the use of many bank accounts in a number of different states. 





Current Problems 
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HE PRESENT is a strategic time for 

formulating a sound program for meet- 
ing the long-term needs of small business. 
Small businesses at present are prosperous, 
but small business as a type of enterprise is 
under serious handicaps. 


During the depression, it was assumed 
that if we could only pump out more and 
more credit to small business borrowers, all 
would be well. We conceived of the problem 
in terms of credit and relief. We now know 
that a broader approach is necessary. 


Small business in practice means inde- 
pendent individual enterprise. It is fortunate 
for the economy that, along with the growth 
of a few thousand large businesses in the 
last half century, entetprises of the individ- 
ualistic type remain very numerous, about 
three million in number. The small busi- 
nesses have much to do with presefving 
competition, with adding variety to the 
standard of living, and with supporting inde- 
pendent communities. 
develop the type of individual that backs 
his own judgments and has the spirit of 
enterprise and venture. In a democracy 
small business, small farming, and independ- 
ent professional life are important offsets to 
big enterprise. It may be, in the last analysis, 
that democracy depends upon the mainte- 


A Postwar Program fe 


By MARRINER ECCLES 


To keep the business birth rate ahead of the dec 


A statement before the Select Committee on Small Business, 
House of Representatives 





Also they tend to’ 


nance of an adequate amount of individ- 
ualism. 


This type of enterprise has tremendous 
vitality. Many small businesses that disap- 
peared during this war will revive, and more 
will be founded as demobilization proceeds. 
This process is already underway; since 
May, 1944, the number of business births 
has exceeded the number of discontinuances. 
After dropping from 3,398,000 in September, 
1941, to 2,840,000 in December, 1943, the 
total number of business firms was 2,938,400 
last September, and undoubtedly exceeds 
3,000,000 today. This phenomenon would be 
gratifying if the environment could assure 
that the new business births would not be 
offset by a rise in business deaths. 


In particular, small business is important 
to employment. In 1939 eight million wage- 
earners and two million proprietors were em- 
ployed in enterprises having less than 50 
workers each, which was about equal to the 
total employment in all concerns having 
1,000 workers or more. From 1939 to the 
end of 1943, employment in the less-than-50- 
worker concerns declined by 1.7 per cent, 
whereas employment in the more-than-1,000- 
worker enterprises increased by 95 per cent. 
This wartime distortion, however, will tend 
to rectify itself if conditions are favorable. 


[Continued on page 724] 
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But conditions are not favorable in certain 
basic respects, and we can hardly hope for 
either the desired restoration of individ- 
ualism in enterprise, or full employment in 
the nation, unless conditions are made favor- 
able for the small enterprise. 
































Technological Basis of the Problem 


What, then, is the small business problem? 
The basis of the problem, it seems to me, is 
not financial, but technological. Over the 
years, machines have become far more pro- 
ductive and hence far more costly. The 
mass-producing type of machinery has been 
greatly developed and applied. As a result 
of these trends, the minimum capital require- 
ment for successful operation in nearly all 
fields of enterprise has greatly increased. 



























































This higher capital requirement has had 
the effect of making it more difficult to start 
a business. The higher capital requirements 
have meant higher overhead costs and fixed 
charges. The higher costs have required a 
larger volume of business and broader mar- 
kets. This, in turn, has increased sales costs 
and required larger amounts of working 
capital. Investment funds have preferred 
the enterprises with the broadest market 
base in order to reduce the risk. 


I should like to discuss briefly the problem 
of small business from three general aspects; 
first, from the standpoint of technological 
and managerial assistance; second, from the 
standpoint of adjusting the tax structure; 
and third, from the standpoint of supplying 
credit and capital. 
































































































































The Technological Approach 








The first item in such a prugram would be 
to provide a means for placing small busi- 
ness in closer touch with modern technology 
and, in general, with the best management 
information and technics of every type. The 
big organizations have their own labora- 
tories, some 2,200 in number, and large com- 
panies and associations covering the major 
portions of their industries are constantly 
in touch with the National Bureau of Stand- 
ards. The larger businesses also have their 
own economic and marketing experts and 
staffs. Not only is the small business un- 
able to support such services, but its manage- 
ment often does not know where to write 
for the most reliable type of information. 




























































































A central place should be established 
within the government, to which the small 
business may send ina query on any problem 
connected with management, such as tech- 
nological or production problems, sources of 
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materials, use of by-products, methods of 
personnel administration, accounting stand- 
ards, market opportunities, etc. The central 
bureau would, in effect, do for business and 
industry what the Department of Agricul- 
ture does for agriculture. 


The Taxation Problem 


The second, and perhaps the most impor- 
tant, approach to the small business problem 
is in the tax field. The tax structure should 
be revised so that, in effect, it will put a 
premium on funds invested in new ventures 
and a penalty on funds that are put into 
existing ventures for speculative capital 
gains. 


What would greatly encourage small busi- 
tiess after the war is ended would be, first, 
to reduce the excess profits tax from the 
present 95 per cent maximum to, possibly, 
65 per cent, and to make the corporation tax, 
say, 25 per cent instead of 40 per cent as it 
is now with the surtax. Secondly, to exempt 
from the 25 per cent corporate tax all profits 
paid out in dividends which would be taxed 
in the hands of the recipients. This would 
avoid the double taxation that is so great 
a deterrent to the investor in productive 
enterprise. It would also have the desirable 
effect of inducing corporations to pay out 
rather than to retain profits. Third, to give 
an exemption of $25,000 to all corporations 
under the excess profits tax. This would 
be of little moment in the case of a large 
corporation, but it would be a tremendous 
benefit to the smaller and medium sized 
concerns. 


The Excess Profits Tax 


I am in accord with the recent proposals 
of the Joint Committee for Internal Revenue 
Taxation and the Treasury Department for 
raising the specific exemption under the 
excess profits tax from $10,000 to $25,000. 
This will reduce the number of excess profits 
tax paying corporations greatly and will do 
much to render investment in the smaller 
business unit more attractive. Similarly, 
small corporations will profit from the ac- 
celerated carry-back and amortization pro- 
visions included'in the Committee’s proposal. 


For the duration of the war this will be 
a satisfactory arrangement, but what shall 
be done thereafter? There is a tendency in 
current tax discussions to consider the excess 
profits tax as a tax to be discarded imme- 
diately, once the last shot is fired. I disagree. 
Some reduction in business taxes will be 
possible and helpful, but we should not give 
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all the benefit to the corporations with excess 
profits. Elimination of the excess profits 
tax, while retaining corporation income tax 
rates at their present level, would give the 
greatest tax relief to those who need it least. 
This would be a tax differential unfavorable 
tu the weakest corporations. 


It should not be forgotten that excess 
profits in the next few years will be as direct 
a result of the war as are the excess profits 
oi today. I can see no justification for failing 
to tax those war profits then, as now. 
Beyond that, however, complete elimination 
of the excess profits tax will make it impos- 
sible to provide the tax benefits that I have 
mentioned for the smaller enterprises. 


The Corporation Income Tax 


Among various adjustments that need to 
be made in the corporation income tax, the 
treatment of dividends and of losses is of 
particular importance to the small corpora- 
tions. 


Under present and prewar practice, equity 
capital is taxed under the corporation income 
tax, and again, under the personal income 
tax, when distributed in the form of divi- 
dends. Income from fixed debt forms, on 
the other hand, is not taxed at the corporate 
level, interest payments to bondholders being 
taxed but once, under the personal income 
tax. The resulting discrimination against 
income from equity capital is serious, par- 
ticularly for the small enterprise which needs 
new capital. Numerous schemes have been 
proposed to give tax relief to equity capital. 
I should prefer to give the relief at the 
corporate level, and exclude from taxable 
income such part of corporate profits (or a 
fraction thereof) as is distributed in the form 
of dividends. This tax credit would take 
care of the problem of double taxation and, 
in addition, would exert a healthy pressure 
for the distribution of dividends. Also, it 
would be a good deal simpler than some of 
the other methods which have been sug- 
gested. To protect small corporations in 
need of funds for capital expansion, it might 
be well to provide that some minimum 
amount of retained income, say $50,000, re- 
ceive the same favorable tax treatment as 
that given to distributed profits. 


Adequate provision for carry-over of 
losses is also vitally important to the small 
corporation, which is not in a position to 
spread its risks over a wide variety of 
products and markets and is, therefore, more 
likely to have a fluctuating income. If a 
5 or 6-year period for the carry-forward of 
losses is allowed, combined perhaps with a 
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2-year carry-back period, this disadvantage 
of the small firm will be reduced. 


The great mass of truly small business 
units, however, are unincorporated. Their 
tax problem, therefore, is under the per- 
sonal, rather than the corporation, income 
tax. From a social point of view, these are 
the very units which it is most important to 
encourage. But at the same time the tech- 
nical problems of providing encouragement 
under the personal income tax are the most 
complex and difficult of solution. 


The Financial Problem 


Undoubtedly, there is a lack of an adequate 
mechanism. today for providing equity 
capital for the smaller ventures. The exemp- 
tion from SEC requirements for financing up 
to $300,000 should be of help to the smaller 
concerns in obtaining equity capital. How- 
ever, even with this exemption, costs of new 
financing will still be high on small flotations. 


The Investment Bankers Association of 
America has presented a plan which is di- 
rected toward filling a gap in our investment 
institutions. The local investment company, 
directed by local business leaders and locally 
administered, is the best replacement for 
the individual investor, and unquestionably 
better than any central or large-scale in- 
vesting institution, private or governmental. 
Local business leaders know their localities 
and the enterprises in them, and community 
patriotism is a force that should be brought 
to bear. 


The plan is also sound in clearly recogniz- 
ing that additional funds will also be needed, 
by such local investment companies, if the 
job is to be properly done. But there are 
other features of the IBA plan that are less 
convincing. The required additional funds 
under this plan would be borrowed direct by 
sale of debentures to the Federal Reserve 
Banks, whereas it seems to me that the 
private investment market, or such pools of 
private capital as the credit pools recently 
formed by commercial banks throughout the 
United States, would be a more appropriate 
source. 


The funds that the IBA plan proposes 
to use will not be available if the Wagner- 
Spence Bill is enacted, as I hope it will be. 
Federal Reserve funds are not appropriate 
for this purpose because there should be no 
mandatory requirement for their creation 
which might conflict with over-all credit 
and monetary policy. Hence, if the plan is 
not to be supported by private funds, a 
Government appropriation will be necessary. 
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There are some other features of the IBA 
plan which I think should be modified, but 
I shall not undertake to discuss them here. 


Turning to the credit problem as it affects 
small business, I feel that it should be clearly 
conceived of as one of stimulating the flow 
of private credit to small business, as op- 
posed to direct governmental lending. The 
great majority of all banks are themselves 
small businesses, and government should 
encourage them, not compete with them in 
the lending field. 


Many small businesses, which are not in 
need of long-term credit, have satisfactory 
short-term credit relations with their banks, 
and for them no credit problem exists. The 
problem is how to bring the commercial 
bank loan further over into the area of the 


marginal credit risk, particularly for long- 
term credit. 


V-Loans 


The technique of the so-called V-loan, 
which has provided billions of dollars of 
credit for war production, is a logical an- 
swer to the problem. The idea was by no 
means new. It was an outgrowth of the 
credit plan adopted by Congress in 1934 in 
adding section 13b to the Federal Reserve 
Act. That legislation authorized Federal 
Reserve Banks, under narrow restrictions, 
to make direct loans to business and in- 
dustry, participating, however, with local 
banks wherever possible in these loans and 
commitments. 


The Wagner-Spence Bill, which is pending 
before the Banking and Currency Commit- 
tees, would carry over into the reconversion 
period and, specifically, until the end of 1949, 
unless further extended by Congress, this 
guarantee principle of governmental aid 
which has worked out so successfully in 
FHA financing and in the so-called V and 
T loaning operations for war production and 
for transitional reconversion purposes. 


Instead of setting up governmental lend- 
ing agencies financed out of taxes or deficits 
to supplement or, as so often happens in fact, 
to compete with banks or other private lend- 
ing institutions, it would be far better, if we 
are to preserve a free enterprise system, to 
aid the banks and similar institutions to func- 
tion more effectively in meeting the varied 
and changing needs of business, industry, 
agriculture and individuals in the com- 
munities they serve. Where oppressive and 
restrictive regulations beyond those required 
for public protection cripple private lending 
institutions, they need to be liberalized and 
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amended in the light of modern needs and 
conditions. 


Some progress has been made in that 
direction, notably in the revision of bank 
examination policy in 1938. The revised 
procedure, under which appraisals of bank 
assets are based on intrinsic worth rather 
than on fluctuating current market values, 
has been adopted in principle by the three 
federal bank supervisory authorities and by 
those of practically all of the states. If it has 
not been carried out adequately in practice, 
it is largely because old habits die hard. 


Similarly, the Banking Act of 1935 liberal- 
ized the authority of the Federal Reserve 
Banks to lend to member institutions. 
Nevertheless, additional provision should be 
made for encouraging the flow of local bank 
credit by a mechanism such as is provided 
in the Wagner-Spence Bill. This measure 
would repeal the restrictive provisions of sec- 
tion 13b. The loans would be made by private 
banks. To the extent that the banks made 
them without reliance upon the guarantee, 
so much the better. For borderline or 
marginal risk loans, a guarantee in part, that 
is, up to 90 per cent, would be available. 
As in the V and T loans, the fee which the 
lending banks would pay for the guarantee 
would increase with the percentage of the 
loan guaranteed. Hence the inducement 
would exist for the banks to assume as much 
of the risk as they felt they safely could. 
No appropriation would be required from 
Congress, since the fund originally provided 
under section 13b, amounting to approxi- 
mately 139 million dollars derived from the 
gold increment, would be made available. 
This would permit upwards of one-half 
billion dollars to be loaned through this 
mechanism. While it is my opinion that 
many of the estimates of the amount of 
credit that would be needed by small busi- 
ness after the war are exaggerated, to the 
extent that the need does exist, this mech- 
anism would go far to meet it. 


The loans, of course, would be made by 
local banks to local people whom they know 
and with whose character, capacity and re- 
liability they would be familiar. Loans by 
governmental institutions, unfamiliar with 
local conditions, are a very different matter. 
It is obvious that there can be no justifica- 
tion for giving easy government credit to 
competitors of existing and established small 
businesses who have relied upon private 
credit and who could not compete against 
what in effect would be governmentally 
subsidized newcomers in the field. 
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The Wagner-Spence Bill, if enacted, would 
serve an all important need in the recon- 
yersion period by bridging the gap between 
termination (T) loans and those needed 
especially by smaller business enterprise to 
acquire plant, machinery, inventory, etc., that 
otherwise would be taken over and disposed 
of by the appropriate surplus disposal 
agencies. As you know, the V-loan program 
enabled the Reserve Banks to act as guar- 
antors for the Army, Navy and Maritime 
Commission in war production loans made 
by private banks to war contractors and sub- 
contractors. Similarly, the T program was 
developed to finance contract cancellation 


pending settlement by the Government. ° 


When settlement is made, the money has to 
be applied to the T loans, and the Army, 
Navy and Maritime Commission have no 
further authority whereby loans that will 
then be needed to finance purchase of sur- 
plus property could be guaranteed. The 
Wagner-Spence Bill would supply this de- 
ficiency, and would facilitate and simplify 
disposal of surplus property. War con- 
tractors and subcontractors desiring to ac- 
quire government-owned plant, machinery, 
inventory, etc., would be enabled to finance 
such purchases through the same channels 
using the same guarantee mechanism with 
which they are familiar, and the Govern- 


ment’s interest would be safeguarded as it 
has been in the V and T loans. Contractors 
in possession of surplus property would be 
able to negotiate for purchase at the time 
of contract settlement, thus avoiding delay, 
expense and other complications that would 


arise if the property had to be removed and 


disposed of elsewhere. It would be most 
unfortunate to let this mechanism lapse. 
It can be most effective in facilitating re- 
conversion, in disposal of surplus property, 
and in meeting credit needs, particularly of 
small business, after the war. 


Summary 


The small business program should be 
three-fold—making available technological 
and managerial information that small busi- 
ness can readily use; readjustment of the tax 
system so as to favor particularly the smaller 
enterprises; and continuance of the V-loan 
mechanism to enable the banking system to 
extend credit. 


Nothing that I have said is intended to 
reflect a mere sentimental interest in small 
business. It is an economic fact that the 
backbone of this nation has been the small 
enterpriser and that our entire economic 
system and its survival depend upon foster- 
ing individual, not collective, enterprise. 


[The End] 


1945 IMMERITANCE TAX LEGISLATION 


California . . . Chapter 1014, Laws of 
1945, restricts the definition of “adopted 
child” in Sec. 13,307, to one under 21 
years of age; extends the scope of Sec. 
13,409 to compromise agreements, as well 
as renunciations of interest; amends Sec. 
13,671 to exclude property which is proved 
to have been owned originally by a sur- 
viving joint tenant from taxation in the 
estate of the deceased joint tenant, and 
makes other minor changes in the 1945 


Inheritance Tax Law, effective July 1, 
1945. 


Massachusetts . . . Chapter 529, Laws 
of 1945, added a proviso to section 6 of 
the estate tax law, to the effect that ap- 
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plication for refund under that section 
must be made within six months of the 
date of final determination of the federal 
tax. Chapter 557, Laws of 1945, extends 
the 10% temporary additional inheritance 
tax to December 31, 1948. 


Ohio .. . Senate Bill 270, Laws of 1945, 
provides for the deposit of bonds for the 
payment of taxes, with a qualified trustee 
in lieu of the county treasurer. 


Texas ... Senate Bill 132, Laws of 
1945, made minor changes in the pro- 
cedure for payment of tax. 


Wisconsin . . . Chapter 388, Laws of 
1945, provides for release of tax lien. 
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Effect of Federal Taxes on Growing Enter- Capital did not flow freely into the new shied 
prises—Study No. 3—Lithomat Corporation, corporation, and a period of unprofitable matte 
by J. Keith Butters and John Lintner. Har- operations was the consequence. Because cause 
vard Business School, Division of Research. of the war, government restrictions were capac 
35 pages. Price: 50 cents. placed on raw materials basic to Lith- more 
The ambitious person with plans foranew omat’s products, and the search for substi- the f 
business in his pocket or with just a budding tutes involved much costly experimentation. creas 
but potentially money-making idea in his head The deficit for the years 1942 and 1943 The 
will get an especially cordial welcome in amounted to about $35,000. By April, 1943, mcol 
postwar USA. “Aggressive entrepreneur- Lithomat was so desperate for funds that a ealrsi 
ship—that’s what we need to make jobs for the company was reorganized. Then, in oom: 
people.” So we’re reminded by business- 1944, a sudden turn occurred in the com- This 
men, labor leaders, legislators, taxmen, and pdany’s fortunes. The war, which had once port 
curbstone analysts. Magazines and newspa-_ retarded Lithomat’s development, now Lith 
pers urge us to think up new services and vastly accelerated it, for several govern- been 
products for the veteran and the venture- ment agencies adopted its products. An- mig] 
some to try out in the years just ahead of other financial crisis had to be weathered, sac 
us. But the cynical taxpert is likely to point however, although this time the company I 
gloomily at that cumbrous burden on the madea speedy recovery. On June 30, 1944, 7 
business back—taxation. How can an in- Lithomat had available current assets of post 
fant corporation bear the weight of federal $848,000, including $720,000 of cash and wor 
taxes? And furthermore, just what is the government securities, with which to meet ber 
source of all this capital which, we are told, current liabilities of $697,000. If Lithomat fror 
will “flow” into new business? Such ques- can conquer its production and distribution y | 
tions find answers in this study of a com-__ problems, it will enjoy a postwar market far tent 
pany which has recently passed through its in excess of its maximum sales thus far. and 
Ate of prey pains and pase at full, Three Stages of Growth. The story of abil 
though not fullest, commercial development. Lithomat might well be the story of any con 
Lithomat Is Born. Around 1934 J. E. youthful enterprise founded upon a good tere 
Gilligan conceived the idea which culmi- idea and a will to succeed. Three chrono- — 
nated in the Lithomat Corporation. A _ logical stages are plainly perceivable in the eff 
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could easily be used for office duplication from the distinctly different forces and per- - 
work—therein lay real profit potentialities. sonalities which came into play as Lithomat hig 
With the help of an engineer and a man’ matured. ‘The first stage is the span be- =n 
who was to furnish paper, by 1935 Gilligan tween the materialization of the idea into a the 
had developed a crude plate which success- new industrial process and the development clu 
fully reproduced an image. Money was _ of the process to a point where commercial — 
then the urgent need, and finally a large production was feasible. During this time 7 
manufacturer advanced $12,000 to finance it was the money and work of a few indi- bin 
further developmental work. Asthe months viduals which held the project together. - 
and years passed, the engineer withdrew, a Outside capital was uninterested. Progress i 
Patent Trust was formed, a new part-owner was made, the commendable slow but stead) 7 








variety, only because the inventor and his 
friends believed in the ultimate success of 
the process. It can be said, too, that progress 
was made during this period in utter disre- 
gard of taxes. Personal income taxes re- 
duced somewhat the amount of savings 
which interested individuals might have in- 
vested in the project, but did not signifi- 
cantly affect their willingness to invest in it. 
And the company was still too young for 
corporate taxes to be influential. 


During the second stage, commercial pro- 
duction began on a small scale and outside 
capital became interested. Such interest was 
not accidental but reflected the deliberate in- 
vestment policy of most of Lithomat’s out- 
side investors. Such individuals customarily 
shied away from brand-new projects, no 
matter how promising they might look, be- 
cause of the possibility of failure and the 
capacity of a new project for consuming 
more and more funds. In this second stage, 
the personal income tax structure really in- 
creased the availability of outside capital. 
The wide disparity between high individual 
income tax rates, especially on large in- 
comes, and the relatively low rates on capital 
gains definitely encouraged investments. 
This incentive completely outweighed in im- 
portance the fact that capital gains on the 
Lithomat project, if successful, would have 
been fully taxable, although capital losses 
might not have been fully deductible for 
some investors if the project had failed. 

The third stage began with the profitable 
operation of 1944 and will go on into the 
postwar period. If the company’s plans 
work out, large amounts of new capital will 
be needed—either from retained earnings or 
from external sources. 


Tax Conclusions. An analysis of the po- 
tential effects of high corporate income taxes 
and high personal income taxes on the avail- 
ability of new capital leads the authors to 
conclude that after a new business has en- 
tered a period of profitable operations, high 
corporate taxes exert a strongly repressive 
effect on expansion financed either by re- 
tained earnings or by the acquisition of 
outside capital. It is by no means clear that 
high personal income taxes would have a 
correspondingly repressive effect. In fact, 
the study would seem to point to this con- 
clusion: Heavy corporate taxes would be 
more repressive than heavy personal taxes 
in their effect on newly-formed enterprises 
with success in the offing, at least so long 
as capital gains continue to receive exceed- 
ingly favorable treatment. The authors 
make clear that such a conclusion would ap- 
ply with much less force to growing com- 
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panies sufficiently matured so that their se- 
curities would be purchased for dividend yield 
as well as for capital formation. And fur- 
thermore, an analysis of the over-all effect 
of federal taxes on the entire economy 
should certainly not be confined to youthful 
though promising enterprises. It is plain, 
therefore, that the study does not in itself 
constitute a basis for a tax program. The 


experiences of Lithomat, however, should 


give taxmen that insight into the problems of 
a new and growing corporation needed in 
planning a postwar tax policy which, among 
many other things, will encourage the crea- 
tion of new business ventures. 


Also Recommended ... 


Contributions Under Pension and Annuity 
Plans. U.S. Treasury Department Bulletin. 
CCH Federal Tax Reports Edition. Pub- 
lished by Commerce Clearing House, Inc., 
214 N. Michigan Ave., Chicago 1, Illinois. 
84 pages. Price: $1.00 for two copies. 

A reproduction of the full text of the 
Bureau of Internal Revenue’s Bulletin on 
Section 23 (p) (1) (A) and (B) of the 
Internal Revenue Code, as amended by the 
Revenue Act of 1942 . . . Supplemented 


by the full text of Code Sec. 23 (p), as 
amended by the 1942 Act, and the full text 
of the portions of Regulations 111 directly 


relating to the interpretation of Code Sec. 
23 (p) Thoroughly indexed . 
The best available indication of the trend of 
official opinion in the administration of these 
highly technical provisions relating to de- 
ductions for contributions of an employer 
under pension and annuity plans in 1942 and 
later years. 


The Trend of Tax Delinquency, 1930-1944, 
Cities over 50,000 Population, by Frederick 
L. Bird. Dun & Bradstreet, Inc., Municipal 
Service Department, 290 Broadway, New 
York 8, N. Y. 36 pages. 


An annual compilation, initiated in 1932, 
of data on property tax delinquency in a 
representative group of cities . . . Prepared 
as a convenience to persons engaged in the 
administration: and study of municipal 
finance . . . Results, abundantly tabulated, 
show that last year, for the eleventh con- 
secutive year, American cities bettered their 
record in the collection of current property 
taxes . . . Of 177 cities of over 50,000 
population reporting on current tax delin- 
quency for 1944, 158 showed improvement 
over 1943, three reported no change, and 
sixteen reported somewhat less favorable 
results .. . Most cities continued to make 
headway in reducing the accumulation of 
arrears. 
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“With tax revision still cooking and a 
carload of domestic postwar tax plans offered 
up,” began the Kid, “I wonder if we haven’t 
overlooked one good bet, and that’s to look 
into what the other fellow is doing with his 
taxing set-up. I presume that we have no 
monopoly on tax-ingenuity, and we might 
perhaps come across some worthwhile 
features . . .” 

“T don’t see much sense in that,” retorted 
Philo. “Certainly all countries on the Con- 
tinent have had their economies so messed 
up during the war that their taxing set-up 
cannot be much of a criterion for any 
purpose.” 


“Well, that much is granted,” said Oldtimer, 
“but the Kid’s idea has merit just the same. 
We are part of the United Nations now, 
will presumably have to work along with the 
rest of the members in ever so many ways 
and looking at their taxing set-up can cer- 
tainly do no harm. Might do some good.” 


“To meet Philo’s objection,” proposed the 
Kid, “suppose we take an objective look 
at the tax structure of some country that 
hasn’t had too serious war dislocation. 
Sweden, for instance. Country of the 
‘Middle Way’ and all that sort of stuff. 
Pretty smart cookies too, to sit out the war.” 

“There are two ways of looking at that,” 
said Philo, “but let’s skip that part of it. 
I’m willing to be shown; what has Sweden’s 
taxing structure got that we haven’t got?” 

“Perhaps nothing,” conceded the Kid, “but 
the way to find out is to get down to the 
facts. I have a general summary here. . .” 

“Shoot,” grunted Philo. 

“To begin with they have two basic tax- 
ing authorities,” announced the Kid, “the 
national government and municipal authori- 
ties. Each one computes its income and 
property levies, and sends a bill for them, 
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on the basis of a declaration which every 
taxpayer must file and which is first checked 
and approved by the local tax board.” 

“No pay-as-you-go feature there,” observed 
Philo. 

“No,” replied the Kid, “quite the contrary. 
For instance, 1945 taxes are payable in 
installments beginning in November, 1946 
and ending in September, 1947.” 

“Duck soup for Ruml,” said Philo. 
“Tell me, what do they do on capital gains?” 
Do they follow the British approach of not 
taxing them, or ours of taxing them coming 
and going?” 

“*Arf and ’arf,” informed the Kid. “The 
Swedes don’t bother with long-term capital 
gains, which they define as profits on real 
estate held over 10 years, or on other prop- 
erty held over 5 years. Shorter holdings are 
classed as short-terms, and fully taxable. 
Short-term losses are treated like our wager- 
ing transactions: deductible only to the ex- 
tent of short-term gains.” 


“Pretty harsh,” ventured Philo. 

“Wait,” cautioned the Kid, “they also have 
a national government tax on the property 
of all individuals; one per cent of the net 
worth. Of course, many Swedes duck that 
tax by just going into debt enough to wipe 
out any net worth, or maybe a bit more.” 

“How do they compute individuals’ net 
worth?” wondered Oldtimer. 

“Well, securities are taken at market, as 
of the close of the tax year,” explained the 
Kid, “real estate at assessed value which is 
determined every five years. If you own 
your own residence you also include the 
‘use-value’ which represents taxable income.” 

“That’s pretty drastic taxing,” exclaimed 
Philo. “Do you realize what that means? 
In taxing market value of securities you also 
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put the bite on unrealized gains. 
think I’d go for that theory.” 


“Tf we get nothing else out of this dis- 
cussion,” mused Oldtimer, “maybe we'll at 
least understand that our own taxing system 


that we pick on every so often could be a 
lot worse.” 


“It begins to sound that way,” agreed 
Philo. 


“Here’s a feature you'll like,” promised 
the Kid. “By comparatively recent amend- 
ment Swedish corporations are now entitled 
to claim the same depreciation on their re- 
turns as they charge off on the books. That 
one makes good sense.” 


“Let’s be specific now,” suggested Philo. 
“What kind of national taxes do they have 
over there?” 


I don’t 


“The national government taxes are these,” 
replied the Kid, 


“Combined Income and Property Tax 
Defense Tax 

Special Property Tax 

Dividend Tax 

Capital Refunding Tax 

War Excess Profits Tax 

General Sales Tax e 


“Some of those labels were familiar,” ob- 
served Philo, “others not. Why not review 
them, one at a time?” 

“All right,” concurred the Kid. “The 
combined income and property levy applies 
to a base that is total income less municipal 
taxes paid during tax year, less personal 
exemptions, plus 1% of declared net value 
of property. The tax itself is split into a 
normal tax and a surtax, a familiar enough 
approach. Then we come toa twister .. .” 

“On rates?” asked Oldtimer. 


“Right,” confirmed the Kid. “To begin 
with the normal tax is fixed annually by 
Parliament as a given percentage of a basic 
assessment on the taxable income. It ranges 
from 4%% to 6%% on taxable income. 
Then, for 1944, for instance, Parliament 
fixed the normal tax at 150% of the basic 
assessment. Get it?” 


“No, but it doesn’t matter,” groaned 
Philo. “Proceed.” 

“The surtax set-up is similar to ours,” 
continued the Kid, “with a 4% differential 
for each bracket, but it doesn’t go over 28% 
which applies to $200,000 and over.” 

“Question,” announced Oldtimer. “In 
view of the fact that an individual is taxed 
1% on the market value of stocks and that 
market presumably reflecting the net worth 
of the underlying corporation, what happens 
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to the property tax on corporations? A 
double tax feature there?” 

“No,” answered the Kid, “that has ap- 
parently been taken into account. Corpora- 
tions get an exemption equal to 1% of their 
property value because the net worth is 
supposed to have been declared by each 
stock holder.” 


“That answers my question,” acknowl- 
edged Oldtimer. 
“The defense tax,” continued the Kid, “is 


merely another surtax. No peculiarities 
there.” 


“There must be some sort of psychology 
in having several taxes under different names 
applying to the same base,” said Philo, 
“rather than merely increasing the surtax 
rate. It is almost always done. I wonder 
why.” 

“A defense tax, labeled as such, is un- 
doubtedly easier to take than a higher sur- 
tax,” explained Oldtimer. ‘Nobody will get 
patriotic about the old surtax .. .” 


“Then there’s the Special Property Tax,” 
the Kid followed up, “which begins at 1 
per mille at a certain bracket and rises to 
a top of 6 per mille. Not very heavy.” 


“Hardly seems worth bothering with,” 
observed Philo. 


“Next is the Dividend Tax,” announced 
the Kid, “and this is levied at 20% on divi- 
dends that might duck income taxation. 
Essentially it is a withholding tax on non- 
residents. Next comes a funny one: the 
Capital Refunding Tax .. .” 

“What in the world is that?” demanded 
Philo. “A tax on paying back money you 
borrowed?” 

“Not quite,” retorted the Kid. “It is 
described as a 30% tax on the partial or 
entire distribution of corporate assets. It 
‘appears to amount to a tax on surplus at 
time of paying liquidating dividends because 
the tax supersedes that on dividends. An 
undistributed gains tax in other words.” 


“Capital refunding tax is certainly a con- 
fusing name,” mused Philo. 


“The Compensation Tax is a special levy 
on companies engaged in the real estate or 
securities business,” continued the Kid. “It 
is a flat 25% on what the tax authorities 
determine has been ‘unduly withheld from 
distribution and taxation.’ In short, a sec- 
tion 102 tax. An interesting point is that the 
tax is refunded if distributions are made 
within a reasonable time of the assessment.” 


[Continued on page 743] 
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The President: When President Truman 
returns from the conference in Potsdam, he 
will find on his desk at the White House, 
awaiting his signature, the Tax Adjustment 
Act of 1945. Congress rushed this small 
act “designed to aid the cash position of 
business” through its halls with maximum 
speed. As pointed out by Mr. Roy Blough 
of the Treasury (July TAxes) this bill will 
reduce the total take from taxes by not more 
than 2%, but the broadening of the specific 
exemption under the excess profits tax and 
the stepping up of the process of the post- 
war refund will effectuate the “second 
purpose of this act (which) is to provide 
incentives to small business to enter into 
peacetime production.” 

Congress—The New Law: The law pro- 
vides that after December 31, 1945, the 
specific exemption be increased from $10,000 
to $25,000. Taxpayers with fiscal years 
beginning in 1945 and ending in 1946 would 
enjoy a pro rata portion of the increase for 


the part of the year falling in 1946. This, 


will give increased incentives for the expan- 
sion of small and the creation of new enter- 
prises. Experience with the excess-profits 
tax has shown that it tends to be especially 
burdensome for many small corporations. 
The increase in the specific exemption will 
remove a large number of these smaller cor- 
porations from liability under the excess- 
profits tax; and at the same time reduce the 
burden on those corporations still subject 
to the tax. 


The House Ways and Means Committee 
recommended that the specific exemption be 
increased to $25,000 for 1946, not 1945 for 
the following reasons: (The attempt to make 
it retroactive to 1945 failed on the Senate 
floor by one vote.) 
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1. Increasing the specific exemption to 
$25,000 for 1945 would sacrifice much-needed 


revenue. It is estimated that the revenue 
loss from this increase in the specific exemp- 
tion would be about $235 millions for 1945 
and about $160 millions for 1946. Thus the 
loss for the 2 years would be nearly $400 
millions. 


2. The increase in the specific exemp- 
tion is the only element in the five-point 
program which involves a reduction in tax 
liabilities. To that extent, it is a departure 
from the hold-the-line policy. Although 
there are sufficient reasons for raising the 
specific exemption late in the war at a time 
of wide-spread reconversion, any relaxation 
of the hold-the-line policy effective as early 
as 1945 is undesirable. 


3. During 1945, most small businesses 
will still be engaged in war work or will be 
producing for abnormal war demands. The 
resulting profits are properly subject to the 
excess-profits tax. It is believed that any 
such increase of the specific exemption would 
be unduly generous in 1945 while production 
is still primarily geared to war needs. 


4. Increasing the specific exemption for 
1945 would result in substantial windfalls, 
because, in some cases, the excess-profits 
tax has entered into selling prices and thus 
has not burdened the corporation. 


5. Increasing the specific exemption for 
1945 would be in large part retroactive and 
could have little effect upon business planning 
for this year. It would be unlikely to pro- 
vide much additional encouragement for 
small businesses to go ahead with peacetime 
plans over what would be provided by an 
increase in the specific exemption for 1946. 


Changes in provisions relating to the post- 
war credit: Under present law, corporations 
which pay excess-profits taxes are credited 
with an amount generally equal to 10 percent 
of the excess-profits tax. This credit may 
be taken currently to the extent of 40 percent 
of net debt retirement. To the extent that 
the credit is not taken currently, bonds are 
issued by the Government to the taxpayer. 
These bonds bear no interest. They are non- 
negotiable until after the cessation of hostil- 
ities. They are redeemable before maturity 
at the option of the United States on 3 
months’ notice. If not redeemed, they ma- 
ture in from 2 to 6 years after cessation of 
hostilities, the length of time depending upon 
the year for which issued. 


These provisions of the law failed to meet, 
adequately, one of the principal purposes for 
the allowance of postwar credits, namely, 
to provide a fund that will be available for 
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the conversion of production facilities to 
peacetime demands. A corporation now 
facing reconversion would not be able to 
negotiate any of its bonds until after the 
end of the war. Even then not all of its 
bonds would be immediately available. 


To make the postwar credits fully avail- 
able when they are needed, the new law 
provides that the postwar credit of 10 percent 
of excess-profits taxes paid be taken cur- 
rently with respect to tax liabilities of 1944 
and subsequent years, and that outstanding 
postwar refund bonds be made payable at 
the option of the owner on or after January 
1, 1946. 


The change making the postwar credit 
available currently against the tax liabilities 
of 1944 and subsequent years would involve 
no serious administrative or mechanical 
difficulties. 


The amount of postwar credit (after credit 
for debt retirement) applicable to 1944 lia- 
bilities has been estimated at about $830 
millions and the amount applicable to 1945 
liabilities at about $710 millions. 


The estimated net amount of bonds issued 
or to be issued with respect to postwar 
credits is $480 millions for 1942 and $820 
millions for 1943, or a total of about $1.3 
billions for the 2 years. 


Speeding up refunds from carry-backs: 
Before amendment, refunds resulting from 
the carry-back of net operating losses and 
unused excess-profits credits could not be 
made until a considerable length of time 
after the loss or unused credit arises. The 
claim cannot be filed until after the year in 
which the loss or unused credit arises; for 
example, a claim arising from a loss in 1945 
cannot be made until after the close of the 
year, when the amount of the loss has been 
determined. Moreover, following the filing 
of the claim, many months are usually re- 
quired for auditing the returns for all years 
affected and for reviewing the claim before 
a refund can be finally made. 


To speed up the operation of the carry- 
back refund procedure, so that taxpayers 
may have the benefits of a currently improved 
cash position for reconversion, the new law 
provides deferment of current tax payments 
on the basis of anticipated losses and un- 
used credits; and prompt payment of refunds 
after the loss or unused credit has occurred. 


In order to provide a more equitable and 
adequate operation of the provisions for 
carry-back adjustments, the new law amends 
the provisions of existing law relating to the 
Statute of limitations and computation of 
interest charges as applied to tax adjust- 
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ments due to carry-backs. In general, these 
amendments are intended to assure tax- 
payers an opportunity to claim carryback 
adjustments in some instances where, under 
the old law, they would be prevented by the 
statute of limitations. The amendments also 
provide that the various interest charges 
in connection with tax adjustments due to 
carry-backs will, in general, be made on a 
comparable basis for both the taxpayers and 
the government. 


Speeding up refunds arising from recom- 
putation of amortization deductions: Emer- 
gency facilities certified as necessary for 
national defense formerly could be amortized 
over a 5-year period. Now if, within that 
period, the emergency is terminated, or a 
particular taxpayer’s facilities are certified 
to be no longer necessary for national de- 
fense, the taxpayer may elect to have the 
amortization deductions recomputed on the 
basis of the shorter period. Shortening 
the period of amortization will result in addi- 
tional deductions in returns previously filed, 
and consequently, will give rise to tax re- 
funds. 
refunds must be handled through the usual 
administrative procedure, involving unavoid- 
able delay at a time when the taxpayer may 
be in need of funds for reconversion. 


The bill provides that applications for 
tentative adjustment on account of recom- 
putation of amortization allowances may be 
filed and shall be acted upon within 90 days 
from the filing of the application. This pro- 
cedure is similar to that recommended in the 
case of carry-backs. 


The Commissioner: Joseph D. Nunan Jr. 
has announced a revision of the withholding 
receipt form (W-2). It can be used imme- 
diately but use up the old forms on hand 
first. 


The Commissioner has issued a ruling to 
clarify the recent amendment to the SSU 
regulations with respect to bonuses payable 
out of a fund determined on a fixed per- 
centage basis. 

The Cost of the War: The chart appear- 
ing on the next two pages illustrates graphi- 
cally the amount in millions of dollars that 
we have spent in carrying on the war and 
ties up this figure with significant events 
that show the results of the enormous ex- 
penditure, which total at the end of the 1945 
fiscal year over $290 billions. 

The Tax Institute stated, recently, that 
$280 billion was spent by Germany on the 
war. Russia spent $136 billion, the British 
Commonwealth $130 billion, Japan $49 bil- 
lion and France, including the cost of the 
German occupation, has a bill of $34 billion. 
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The Dollars Wars Cost: The monthly cost of the war is 
charted from July 1940—$199 million—to July 1945, showing 
the high point in monthly expenditures reached in March of 
1945—$8,246 million. A total of $290 billion at the end of 
the 1945 fiscal year. This tremendous expenditure has pro- 
vided the armed forces with the equipment for the inexorable 
crushing of the enemy. 
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Some Iconoclastic Reflections on 
Tax Administration 


By LOUIS EISENSTEIN 


(Tax Legislative Counsel’s Office, Treasury Department) 


Excerpts taken from the article in Harvarp Law Review, April, 1945 





T HESE ARE THE DAYS that try the 
souls of tax men! 


The remarkably ingenious income tax of 
1913, containing but fourteen subsections, 
has gradually grown to the Herculean pro- 
portions of almost two hundred sections. 
Sections and subsections seem to be inter- 
minable. 


The statutes are chockfull of elusive re- 
finements and concentrated complexities. A 
provision may induce a deceptive impression 
of simplicity by using a few words to say 
a great deal. Still others dispose of their 
problems by directing the Commissioner to 
produce order out of chaos. 

Beyond the Internal Revenue Code are 
the regulations, which constitute the most 
authentic statement of the Treasury’s under- 
standing of the Code. The current edition 
requires some 1,300 pages; the determinative 
effect of this mass depends upon a variety 
of circumstances and competing principles, 
which to date have successfully defied any 
logical exposition. 


Regulations are accompanied by forty- 
eight volumes of Cumulative Bulletins, con- 
taining the Bureau’s rulings of lesser dignity 
which are sufficiently important to be pub- 
licized. 


Present Discontents 


While a quest for “legislative intention” 
begins with the words of the statute and any 
available Treasury gloss, it is risky to halt 
there. For our entire administrative process 
of collecting taxes lies within easy reach of 
judge-made law, generally dubbed statutory 
interpretation. The crux of the matter is 
that our system, together with the precon- 
ceptions upon which it builds, is basically 
one of tax litigation rather than tax admin- 
istration. And the system necessarily suffers 
from all the evils of trial by judicial combat. 
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The ideal statute should be as simple, 
its consequences as predictable and its con- 
tents as easily administered as_ possible. 
Simplicity, at present, is principally a theory, 
not a condition. Certainly a tax law which 
attempts to cope successfully with com- 
plexities has little chance of escaping com- 
plication. Indeed a highly articulated section 
is frequently the most appropriate means of 
importing as much predictability as possible 
into the tax system. Brevity may well be 
the worse evil. 


When knowledge and predictability must 
await clarification on some distant day by 
the courts, particularly the Supreme Court, 
the situation becomes intolerable. Taxation 
by litigation means delay, confusion, shift- 
ing interpretations, and to a large extent 
administration on the basis of ignorance. 

What makes the present system particu- 
larly disastrous is the antiquated system 
of review in the circuit courts of appeals. 
Defeat or victory in a circuit court does 
not signify very much. A dissatisfied Treas- 
ury or taxpayer may still resort to another 
circuit for the conflict which will prompt 
the Supreme Court to express its views 
on the contested issue. 


The Shift in Attitude 


Criticism by practitioners in the last few 
years has focused primarily upon other 
aspects of taxation, namely, the recent judi- 
cial shifts in attitude. Complaints are many, 
but they can readily be boiled down to about 
three propositions or, more correctly, ac- 
cusations. 


The first and probably foremost is that the 
courts—especially the Supreme Court—have 
abandoned all pretense of construing tax 
legislation according to the hallowed canons 
of orthodoxy. Instead of interpreting the 
Congressional purpose, they have actually 
joined in the continuous chase to overtake 
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those who seek to avoid taxation; the result 
has necessarily been uncertainty. 


The second proposition of note is that the 
Treasury, which on the whole has reaped 
handsome profits from the sharp swerve in 
judicial orientation, is ably collaborating in 
prolonging the present era of uncertainty 
and is remorselessly demanding every last 
ounce of flesh on the basis of the disruptive 
decisions of the courts. 


The third is that fundamental rules, such 
as those attributable to a system of annual 
accounting, which must be systematically 
applied if there is to be any intelligent tax 
administration, have failed to emerge be- 
cause of an ad hoc process of application. 
On one hand, the uninformed courts are 
asked to be informative by creating the 
rules; on the other hand, the preferred 
judicial information is only a prelude to fur- 
ther confusion. 


The author discusses at some length ex- 
amples illustrating these accusations: Hel- 
vering v. Clifford, 309 U. S. 331 (1940); 
Helvering v. Horst, 311 U. S. 112 (1940); 
Helvering v. Eubank, 311 U. S. 122 (1940); 
Higgins v. Smith, 308 U. S. 473 (1940) ; and 
Helvering v. Hallock, 309 U. S. 106. 


The unhappy situations which have de- 
veloped in the wake of these cases are un- 
doubtedly fit subjects for criticisms. It is 
easy enough to play upon the phrase “ju- 
dicial legislation,” and it is similarly simple 
to assume that, since the current confusions 
arose after the Supreme Court spoke its 
mind, the Court is necessarily the responsi- 
ble culprit, but a more careful scrutiny of 
the evidence suggests that the source of 
our ills lies elsewhere. There has been a 
lamentable breakdown at the administrative 
end of the tax-gathering process. 


Intelligent use of a precedent necessarily 
and inevitably presupposes an informed 
administrative policy which is clearly articu- 
lated in the regulations. But a distinctive 
characteristic of present-day tax adminis- 
tration is an almost zealous abstinence from 
the formulation of such an administrative 
policy. 


Criticism of the present unfortunate lack 
of adequate administration through an active 
employment of the rule-making power should 
be sharply distinguished-from the essentially 
naive view that principles of tax incidence 
can be meticulously reduced to a self-suf- 
ficient, detailed tariff of mechanical rules. 
However, although uncertainty to a degree 
is unavoidable, it scarcely follows that the 
greater the uncertainty the better the tax 
System. The case for continued uncertainty 
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is frequently pitched on the thought that 
precise delineations of principle simply ad- 
vise the chronic avoider how to escape tax, 
and that uncertainty is a necessity if not a 
virtue. This argument is a ghost which 
should be laid. 


To begin with, uncertainty does not al- 
Ways accompany avoidance. Second, even 
if the Government’s fiscal fortunes are in- 
vested in a certain interpretation, the role 
of avoidance may still be relatively minor. 
Third, the lines of incidence must ultimately 
be drawn in the process of collecting taxes. 


A related argument as to the necessity 
of uncertainty is that the Bureau cannot 
formulate a policy since it is completely in 
the dark itself and must await further light 
from a higher source. But the very func- 
tion of an administrative body is to shed 
light where legislation has deliberately or 
inadvertently left the affected area in dark- 
ness. 


Bureau Paralysis 


The apparent paralysis of the Bureau is 
by no means entirely self-inducted. In the 
first place, the origins of the present system 
were most discouraging to the development 
of an ‘active administrative policy. It was 
generally supposed that the collection of 
taxes and consequent litigation presented 
issues no different in kind from those re- 
flected by an ordinary private suit in which 
the outcome depends on the meaning of 
statutory language. 


This assumption very easily introduced 
the related postulate that the courts are 
the ultimate custodians of “legislative in- 
tention,” and that the Treasury, like any 
private litigant, must bow to the compul- 
sions of their wisdom in discerning the 
legislative message. A regulation, in this 
view, is merely an aid to independent judi- 
cial interpretation, and, as such, it is dis- 
missed if its assistance is not especially 
welcome. 


The creation in 1926 of what is now the 
Tax Court did little to affect existing as- 
sumptions which stemmed from a different 
legal environment. When the Supreme 
Court decided to lavish praise upon the 
superior wisdom of administrative authority, 
it designated the Tax Court, and not the 
Treasury, as the body to which it would be 
happy to defer. Furthermore, the inaugu- 
ration of a system of appellate review 
whereby ten circuit courts were authorized 
to pass upon the Tax Court’s judgments 
aggravated a sufficiently bad situation. 
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Equally obstructive to effective adminis- 
tration has been another factor, namely, the 
general lack of taxpayer respect for admin- 
istrative versions of legislative policy. 


The Basic Myth 


It is probably safe to suggest that our 
current administrative inadequacies derive, 
in the final analysis, from the established 
theory of statutory interpretation. 


According to the accepted legal folklore, 
if Congress has enacted a statute it neces- 
sarily had a specific intention with respect 
to every case which subsequently invites 
consideration of the statute. The problem 
is merely one of ascertaining the Congres- 
sional intention, which has “a Platonic or 
ideal existence” before the courts discover 
it in the words of the statute. Hence it is 
impossible for the Treasury to exercise 
administrative discretion since a regulation 
is necessarily either a correct or incorrect 
interpretation of that intention, and stands 
or falls accordingly. However, anyone who 
has had the slightest contact with the prepa- 
ration of revenue or other legislation will 
readily admit that this assumption as to the 
facts of legislative life is only a spider web. 
The real choice is not between the “law” 
and the administrative interpretation, but 
between the judicial version of the “law” 
and the Treasury’s understanding of that 
“aw.” 


The whole concept of legislative intention, 
as it is known today, is archaic. Matters 
would be bad enough if the problem were 
merely to discover the legal consequences 
specifically intended by one or two persons. 
3ut the search is for the collective intention 
of several hundred legislators. Moreover, 
all kinds of factors enter into the passage 
of a bill, and these different considerations 
commonly have nothing to do with inten- 
tions concerning the details which consume 
the time of the courts. Only a remarkable 
will to believe can confidently attribute 
Congressional intention to legislation like 
the Revenue Act of 1942 with its 200 pages 
of detail. 


Indeed, if judicial opinions are analyzed 
carefully, it is seen that intention, in the 
sense of what a body of legislators intended 
with respect to the controverted question, 
is an irrelevant matter. The process of 
interpretation is concerned with what a 
specific written text means, and the basic 
problem is therefore one of semantics and 
not psychoanalysis. Furthermore, rules of 
construction are employed which have noth- 
ing to do with intention. 
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The Correct Meaning _ : 
y; 


If judges are to justify their decisions by [interpre 
the words of others, how can they ascertainfeance it 
the so-called correct meaning? The legis- gested, 
lative words are obviously drafted with some questiot 
purpose in mind. A fair measure of prog. problen 
ress is made if it is frankly confessed that} result. 
the intentions underlying a taxing statute] Fund 
are essentially those of a small group—its 
sponsors, usually a specialized legislative}iaw su; 
committee, and their drafting technicians, but one 


On a very technical level, the operative} by dou! 
purposes are exclusively those of the tech-[sensitiv 
nicians unless the disposition of an itemftechnic 
involves policy considerations. As a rule,}learnin: 
therefore, a Congressional vote of approval] The 
on a revenue act is primarily a general ac- 
ceptance of broad premises of fairly public 
interest. As for the rest, the vote is usually 
a mere act of acquiescence in the detailed 
labor of others. This conclusion is espe- 
cially true in instances where the technical 
difficulties of the subject are too much for 
those not schooled in the mysteries of the 
subject in hand. 
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Hence the explanatory statements of the}compe 
small group which has prepared a tax bill,{mere | 
particularly committee reports, constitute |minist: 
the most significant evidence of how a stat-] The 
ute is to be construed. Similarly, floor state- 
ments by the members in charge are also of 
probative value, although in such instances 
the disclosures of purpose may be insuffi-},4). 4 
ciently analytical to contribute much. a 


On the other hand, statements of other}withst 
Congressional members during debate should] generz 
generally offer little of value since they] occasi 
reflect the individual view of those who are|te=ts? 
not too familiar with the purposes at work). Ty 
and the precise significance of the particular}. me 
implementing language. wont 

The interpretation of a tax statute, there-| minis 
fore, resolves itself into a proper readiyg Of] prog » 
words enacted by Congress, as amplified by] the I 
committee reports and legislative statements} ctatyt 
of similar probative value. The 


A draftsman is only mortal and he can-fcomp 
not foresee all situations, especially if his cessit 
attention is concentrated on the broad frame-fone p 
work of policy. There is always more thanfresult 
an adequate supply of factual patterns which li 
circumvent the ability to predict. When 
faced with such a pattern, the court should 
determine the most sensible result within 
the verbal limitations set by others. 
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body of law known as federal taxation. 
Why, then, is a candid appraisal of the 
interpretative process of peculiar signifi- 
cance in the tax field? As previously sug- 
gested, in this field there is generally no 
question of right or wrong, but rather a 
problem of reaching a pragmatically wise 
result. 


Fundamentally the problem is not one of 
detecting the one and only correct rule of 
law supposedly designed for the occasion, 
but one of policy decisions in an area beset 
by doubts. This task calls for a skilled and 
sensitive wisdom, operating on a highly 
technical level, and not for the traditional 
learning of judges. 


The Treasury is a specialized body whose 
everyday experience in the administration 
of the statute concerned develops familiarity 
with all the complexities of application and 
operation of a statutory scheme. In view of 
these considerations the present state of 
affairs seems rather absurd. The courts, 
which have no technical competence, have 
generally become the administrators. The 
administrative, which has the _ technical 
competence, has substantially become a 
mere party litigant before the judicial ad- 
ministrators. 


The legislative process, which must con- 
centrate its energies on broad policy rather 
than on narrow detail, is unable to make all 
the required adjustments. Are the courts 
able to do much more if they deal with 
mere fragments? Can the Supreme Court 
withstand the temptation of indulging in 
generalities which may suit the immediate 
occasion and work havoc in other con- 
texts £ 


~ The very factors which disqualify the 
colirts as interpreters of tax legislation point 
unmistakably to solution by Treasury ad- 
ministration. At all stages of the legislative 
process the Treasury is acutely aware of 
the premises and distinctions which the 
statutory language is designed to embody. 
The Treasury is constantly exposed to 
complexities. It has learned, through ne- 
cessity, the delicate relationship between 
one provision and another and is aware of 
results as well as rules. 


If further support is required for a far 
greater measure of administrative finality, 
itis supplied by the Internal Revenue Code, 
which authorizes the Treasury to prescribe 
“all needful rules and regulations” for the 
enforcement of its provisions. 


In other words, the Treasury is entrusted 
with the power of promulgating rules which 
are appropriate means for overcoming statu- 
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tory doubts or implementing statutory lan- 
guage. The general authority to prescribe 
regulations may manifest a desire that 
others settle the inevitable technical details. 
This is as it should be, since the Treasury 
is confronted with the stubborn facts of 
experience and is familiar with adminis- 
trative needs. If the validity of a Treasury 
regulation depends upon its “needful” char- 
acter, and there is no real standard of Con- 
gressional intention against which one can 
appraise the “intrinsic” merit of the regula- 
tion’s reflection of that intention, then the 
true test would seem to be the reasonable- 
ness of the Treasury’s regulation as a spe- 
cialized departmental adaptation of statutory 
language in the light of what we know of 
Congressional policy. 


The problem of validity thus becomes a 
question of whether the regulation is be- 
yond the pale of reason in adjusting the 
statute to practical affairs and shifting exi- 
gencies. The central issue is whether an 
enlightened administrator could finally ar- 
rive at the result actually reached, and not 
whether the issued regulation is the most 
reasonable which could have been devised 
to suit the occasion. 


The test of validity remains with the 
courts, but it is a test which allows the play 
of difference of opinion after due realization 
that a more informed and experienced body, 
surveying the needs of an entire area of inci- 
dence rather than a specific, isolated case, 
has rendered its judgment as to what is 
needful. The administrative judgment should 
therefore prevail in the absence of a clear 
showing of error. 


A Blow to Administrative Discretion 


The first real suggestion of this new prin- 
ciple is contained in Helvering v. R. J. Rey- 
nolds Tobacco Co., generally considered a 
blow to administrative discretion, 306 U. S. 
110. The Court relied upon a regulation 
outstanding for a number of years under 
Section 22(a) and concluded that Congress 
had adopted this interpretation as its own 
in repeatedly reenacting that section. Hence 
a reversal in administrative treatment after 
the transactions in question had occurred 
could not be retroactively applied. The 
important aspect of the opinion for our 
purposes is that the Court, after quoting 
Section 22(a) and the provision authorizing 
the Treasury to promulgate “needful” regu- 
lations, observed that the former section “is 
so general in its terms as to render an 
interpretative regulation appropriate.” 
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Unquestionably the decision did not rest 
solely on the “appropriate” character of the 
regulation and the Court was probably influ- 
enced primarily by the taxpayer’s presumed 
reliance on the earlier regulation. But the 
opinion nevertheless presupposed that the 
Treasury had a choice of “appropriate” 
regulations, as long as its choice did not 
range too far; otherwise any question of 
appropriateness was entirely academic. 


The author then quotes from the opinions 
handed down in Helvering v. Wilshire Oil 
Co., 308 U. S. 90; Helvering v. Reynolds, 313 
U. S. 428; Textile Mills Securities Corp. v. 
Comm’r, 314 U. S. 325; Magruder v. Wash- 
ington, Baltimore & Annapolis Realty Corp., 
316 U. S. 69; and Merchants National Bank 
of Boston v. Comm’r, 320 U. S. 256. 


All these opinions have a good deal in 
common. Each emphasizes or assumes that 
the particular statute in question is ambigu- 
ous. Each sustains the respective regulation 
as an appropriate instrument for resolving 
the ambiguity. None insists upon finding a 
specific Congressional intention with respect 
to the administrative treatment of the case 
in hand. It is enough that the regulation is 
reasonable and not opposed to anything 
which might qualify as a clear-cut statement 
of legislative policy. 


Despite the growing regard for regu- 
lations, in line with the general tendency to 
augment the scope of administrative finality, 
it is nevertheless true that open expressions 
of such regard are the exception and not 
the general rule. 


Tax administration should be freed to 
move in a course determined by technical 
competence, restricted only by the articulate 
aspects of Congressional policy. 


Tax results under such an approach would 
be determined with appropriate consider- 
ation of administrative feasibility, the ex- 
perience derived from concrete application 
of principle, and the demands of an entire 
area of incidence instead of a specific case. 
Interpretative issues would no longer be left 
to the courts, with the consequent uncer- 
tainties and delays; instead Treasury reg- 
ulations would ordinarily be assured of an 
effective existence. Finally, the administra- 
tive power would be free to serve one of its 
major purposes, the renovation of legal rules 
in the light of new needs and circumstances. 


Objections 


A very likely objection is that Congress 
itself can expressly legislate the rules which 
the Treasury should presumably promulgate 
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since it is just as easy to be specific by 
legislation as by regulation. 


The short answer is that the argument for 
wider administrative responsibility is not 
opposed to more specific legislation. The 
essential problem is how to handle situa- 
tions when such legislation is lacking. The 
legislative process does not and cannot re- 
act sensitively to each tax dilemma. Nor 
will Revenue Acts always be passed annu- 
ally despite the current practice. Further- 





tion. Pe 
invitatio 
going €. 
alleviate 
cision. 
Anotl 
ministré 
the Tr 
lations. 
vigorou 











































































































































































































more, it is often forgotten that legislation, ity oA 
even when carefully drafted, may fail to canna 
attain these objectives. “ “ 
Another objection, inspired by the Su- Bry 
preme Court’s unfortunate opinion in Dob- y6 nia 
son v. Comm’r, 320 U. S. 489, would probably pide ot 
look to the Tax Court as the appropriate that it 
administrative body. The Dobson decision eon 
is a poorly disguised effort to rescue the but to 
Supreme Court from the growing demands - the 
of tax litigation and, at the same time, to that h 
augment the scope of administrative finality. Sandia 

In order to accomplish both these purposes, ee 
the Supreme Court turned to the Tax Court _Not 
as the administrative authority on taxation. simila 
The decision is essentially a reaction against develc 
the failure of administration by the Treas- [reas 
ury, which could have narrowed the area § ‘@!™' 
of judicial intervention. Nevertheless, the to act 
Dobson case is not the answer to the Su- | SPec#! 
preme Court’s prayer. On 
be so 


Moreover, a body which is non-adminis- 
trative in character cannot perform the 
administrative functions apparently contem- 
plated by the Dobson decision. The Tax 
Court has been and still is a specialized 
tribunal passing upon controversies in the 
traditional manner of the judiciary. If the 
concept of administration includes the au- 
thoritative formulation of subsidiary rules 
by a rule-making agency, the Tax Court is 
no more administrative in character than is 
a district court. 
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Memorandum Opinions 





The Tax Court’s administrative incapacity 
is increased by its methods of adjudication. 
Each decision is generally the product of 
a single judge; memorandum opinions are 
sometimes devices for adhering to the letter 
of a decision while abandoning it in prac- 
tice; and the Tax Court may make a bad 
condition worse, as in the recent family 
partnership cases. 


If the most that can be said in behalf 
of the Dobson decision is that it seeks to 
compensate for the atrophy of Treasury 
authority, it can hardly justify a perpetu- 
ation of the present administrative condi- 
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tion. Perhaps the decision is rather an oblique 
invitation for a greater, more thorough- 
going exertion of administrative powers to 
alleviate the evils which produced the de- 
cision. 

Another objection against broader ad- 
ministrative authority may be based upon 
the Treasury’s failure to follow its regu- 
lations. Hence it may be feared that a more 
vigorous exertion of administrative author- 
ity provides only a one-way street and one 
on which only the Treasury is free to travel 
as suits its fiscal purposes. 


Still, the repudiation of a regulation fits 
well into the present scheme of things. If 
a regulation is not entitled to a substantial 
degree of respect, and there is a good chance 
that it mav be discarded like the contentions 
of any litigant, the Treasury has little choice 
but to assume that its regulation is wrong 
in those cases where it stands to gain by 
that hypothesis. There is no sense in being 
foolishly consistent. 


Not every disregard ot regulations may be 
similarly justified, but once the practice 
develops it is contagious. If, however, the 
Treasury expects its exertions of adminis- 
trative power to be respected, it will have 
to accept the burden of being similarly re- 
spectful. 


On the other hand, regulations should not 
be so frozen as to prevent change for the 
future in the light of the past, as long as 


the subsequent regulation similarly falls 
within the area of administrative choice. 
The rule-making power is a “continuing” 
power. An efficient tax system must assure 
administrative flexibility and adaptability as 
well as stability. The ideal of certainty 
should not be allowed to exclude the quest 
for improvement. Change, however, should 
be made with due consideration of the evils 
of retroactivity. 


Each new interpretation is a fresh at- 
tempt to provide a “needful” inimplemen- 
tation, even though the statute remains the 
same. If a regulation is actually a subordi- 
nate rule of law, the reliance induced by it 
deserves a fair equivalent of the protection 
traditionally accorded those who rely on a 
statute. 


The argument will probably be made that 
more administrative freedom is simply an 
administrative license to be exercised in 
the Treasury’s favor; that in instances of 
doubt the Commissioner will naturally re- 
solve the doubt against the taxpayer. This 
danger would admittedly exist. 


It is enough for present purposes, how- 
ever, to say that, given an administrative 
process and respect for men in their ca- 
pacity as administrators as well as judges, 
there is no adequate reason for assuming 
that the Treasury is peculiarly unfit to meet 
the requirements of administrative responsi- 
bility as wisely as others. [The End] 


Accountants’ Fees Returnable 


ee A recent War Department Board of Contract Appeals release (No. 1017, Division 
tion. No. 4, June 12, 1945) sustained an appeal from a decision of the contracting officer 
ct of denying reimbursement to appellant for the fees of public accountants employed 
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5 are to make an annual audit. 


The amount involved was $877.19. Appellant con- 
etter 


oan tracted to manufacture anhydrous ammonia and ammonium nitrate for the Gov- 

gee ernment. In doing this, appellant was to procure equipment and train key 

mily personnel. Public accountants were employed to make an annual audit, and the 
appellant contended that they were necessary, and their fees were provided for 
in the contract. The Government held that an annual audit was not part of the 

cS - work provided for. The Board held that the annual audit was necessary and of 

hd benefit to the Government; therefore the appeal was sustained. 
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statute in Kentucky under Section 3 of the 
Constitution. 


Although Congress has watched this un- 
declared war between the states for several 
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izations, (b) acting as a focal center for 
hearing and sifting complaints against the 
operation of barriers, and (c) referring these 
complaints, if justified, to the states or to 
the federal agencies for action. [The End] 
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Income Tax Convention with Great Britain — 


Continued from page 681 











Term of Convention 


After the convention has been ratified and 
ratifications have been exchanged as fore- 
seen in Article XXIII, the convention will 
become effective, as to the United States, 
with respect to the taxable year beginning 
on or after January 1, 1945, and as to the 
United Kingdom income tax for the year of 
assessment beginning on the 6th of April, 
1945, and subsequent years; but, as regards 
the United Kingdom surtax, for the year of 
assessment beginning on the 6th day of 
April, 1944, and subsequent years. For the 
United Kingdom excess profits tax and the 
National Defence Contribution, the conven- 
tion shall have effect for any chargeable 
accounting period beginning on or after the 
first day of April, 1945, and for the unex- 
pired portion of any chargeable accounting 
period current at that date. 


Anticipating a permanent solution to the 
double taxation problem as between the two 
governments, the present convention is to 
continue in effect indefinitely, unless either 
of the contracting parties, on or before the 
30th day of June in any year after the year 





Talking Shop — Continued from page 731 


“That’s an angle we might consider,” of- 
fered Oldtimer. “So called ‘penalty taxes’ 
could very well be rebated if the reasons for 
the penalty were corrected.” 

“Finally, there’s the Excess Profits tax, 
and at least that name is familiar,” finished 
the Kid. “It is similar to our set-up except 
that it applies to all taxpayers, not only to 
corporations. The base period is the two 
years immediately before the war broke out, 
September 1, 1939. Otherwise nothing spe- 
cial. And there you are.” 

“Some interesting points,” countered Old- 
timer. “But didn’t you say something about 
a General Sales Tax?” 


* 
* 
* 


Tax Convention with Great Britain 


1946, gives to the other contracting party, 
through diplomatic channels, notice of ter- 
mination. In such case, the present con- 
vention shall cease to be effective as 
regards United States tax for the taxable 
years beginning on or after the first day of 
January in the year next following that in 
which such notice was given. As regards 
United Kingdom income tax, the conven- 
tion shall cease to be effective as for any 
year of assessment beginning on or after 
the 6th day of April in the year next fol- 
lowing that in which such notice is given. 
As regards the United Kingdom surtax, the 
convention ceases to be effective for any 
year of assessment beginning on or after 
the 6th day of April in the year in which 
such notice is given. The date of cessation 
for the United Kingdom excess profits tax 
and the National Defence Contribution is 
any chargeable accounting period beginning 
on or after the first day of April in the 
year next following that in which such no- 
tice is given and for the unexpired portion 
of any chargeable accounting period current 
at that date. 

[The End] 





“T forgot that one,” admitted the Kid. 
“Tt’s a 5% tax on sales to consumers, ex- 
cluding some foodstuffs and rents. The way 
the Swedes look at it as a tax on ‘consumed 
income’ it is credited with encouraging sav- 
ings. That’s an angle I hadn’t heard 
before in arguments on sales taxes.” 

“What else?” prodded Philo. 

“Lots of other interesting points,” said 
the Kid, “but perhaps we should save some 
for next time. Just one more for now: the 
Swedes permit deductions for payments into 
a special fund which is used to compensate 
for price fluctuation due to business cycles. 
A funded reserve for price stabilization, in 
other words. You figure that one out!” 


* 
* 
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= HE INCREASING VOLUME of tax 
litigation has made the Tax Court of the 
United States one of the most important fed- 
eral administrative tribunals. The Tax Court 
was created by the Revenue Act of 1924, 
with the purpose of creating an independent 
tribunal having original jurisdiction to re- 
view asserted tax deficiencies as determined 
by the Commissioner before the taxpayer 
makes any payment of the contested amount. 


The Revenue Act of 1926 provided for a 
direct appeal from the Tax Court to the 
Circuit Court of Appeals and the United 
States Court of Appeals for the District of 
Columbia. It is within the scope of these 
courts “to affirm or, if the decision of the 
3oard (now the Tax Court) is not in ac- 
cordance with law, to modify or reverse 
the decision of the Board, with or without 
remanding the case for a rehearing, as jus- 
tice may require.” The purpose of this arti- 
cle is to consider the various problems 
connected with this statutory provision. 


Issues Not Raised in the 
Lower Tribunal 


The Circuit Courts will not consider new 
issues presented to them which were not 
presented or decided by the Tax Court. The 
reasoning behind this judicial limitation upon 
review is that each party may know the 
basis in law and fact upon which the other 
seeks to support his case by preventing a 
change in position from that taken upon 
the claim as originally presented in the Tax 
Court. One of the first important tax cases 
on this problem was General Utilities Co. v. 
Helvering, 296 U. S. 200, 56 Sup. Ct. 185 
(1935). 


Although this rule is settled by judicial 
precedent, it is not strictly applied where 
the facts and justice of the case demand a 
contrary result (e. g., Helvering v. Gowran, 
302 U. S. 238, 58 Sup. Ct. 154 (1937). 


Another exception to the general rule is 
that a change in the interpretation of the 
controlling law by the Supreme Court can 
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be relied upon in the Circuit Court of Ap- 
peals where the change came after the de- 
cision of the Tax Court and before the 
review by the Circuit Court of Appeals 
(Hormel v. Helvering, 312 U. S. 552, 61 Sup. 
Ct. 719 (i941). 


These rules as to presenting to the re- 
viewing court new issues or theories which 
have neither been presented to nor decided 
by the Tax Court is also applicable to ap- 
peals to the Circuit Courts of Appeals from 
the United States District Courts. 


Findings of Fact Made by the 
Tax Court 


Since the beginning of judicial review of 
Tax Court decisions, it has become a gen- 
eral rule that its findings of fact, if supported 
by substantial evidence, shall be conclusive 
upon the reviewing court. 


Although in most cases the record is 
fairly complete as to the findings of fact 
made by the Tax Court, it sometimes hap- 
pens that the Tax Court has failed to make 
one or more essential findings, thus making 
the record on review insufficient to provide 
the basis for a final determination. The 
proper procedure then is for the Circuit 
Court of Appeals to remand the case to the 
Tax Court for further proceedings. This 
same procedure is followed even when such 
omitted finding by the Tax Court might be 
supplied from a review of the record. 


However, it has been more than intimated 
that where the Tax Court does not make 
any finding, but there is a sufficient basis 
for such finding, it will be made by the Cir- 
cuit Court of Appeals (Plimpton v. Comr, 
135 F. (2d) 492 (CCA 1 1943)). If the 
findings of the Tax Court are not substan- 
tially supported by the evidence, the Circuit 
Court of Appeals may reverse the Tax Court’s 
decision; but this power of the Circuit Court 
is rarely used except when it is very clear 
that the findings are not so substantially 
supported, and except when such findings 
are arbitrary or unreasonable. 


August, 1945 @ TAX ES—The Tax Magazine 












the 


What 
upon thi 
ing deci 
that all 
called e 
They h 
without 
promul; 
of law. 


Findi 
guished 
many | 
arrived 
It can 
ultimat 
cuit C 
} since 1 
stated 


Alth 
that fir 
as the 
findings 
other 
is as 
ductec 
cable 
465 (( 
by the 
held 
somet 
effect 
betwe 
mingt 
S. 16: 


Fir 
more 
State 
320 1 
impo 
settle 
unifc 
a res 
cidin 
deci 
to ¢: 
by « 
CciSic 
que: 


Rev 

































































































Ap- 
: de- 
the 
eals 
Sup. 


re- 
hich 
ided 

ap- 
rom 








What are “findings of fact” conclusive 
upon the Circuit Court of Appeals in review- 
ing decisions of the Tax Court? It is clear 
that all findings of primary facts, sometimes 
called evidentiary facts, are within this class. 
They have been defined as determinations 
without reference to any rule or standard 
promulgated by the government as its body 
of law. 


Findings of ultimate facts are distin- 
guished from findings of primary facts by 
many courts since the ultimate facts are 
arrived at from evaluating the primary facts. 
It cannot be stated unqualifiedly that all 
ultimate facts are conclusive upon the Cir- 
cuit Court of Appeals as findings of fact, 
since they may be conclusions of law as 
stated or a mere determination of fact. 


Although most courts are in agreement 
that findings as to motive or intent, as well 
as the happening of events, are primary facts 
findings, they are not in agreement as to 
other types of findings. One such finding 
is as to whether the petitioner has con- 
ducted a trade or business within the appli- 
cable tax statute (Fuld v. Com’r, 139 F. (2d) 
465 (CCA 1943). Another type of finding 
by the Tax Court which sometimes has been 
held conclusive as a finding of fact and 
sometimes as a conclusion of law is the 
effect of a transfer of property or money 
between or by corporations or persons (Wil- 
mington Trust Company v. Helvering, 316 U. 
S. 164, 62 Sup. Ct. 984 (1942)). 


Finality of Tax Court findings has been 
more recently considered by the United 
States Supreme Court in Dobson v, Com’r, 
320 U. S. 489, 64 Sup. Ct. 239 (1944). The 
importance of that case is in its effort to 
settle the problem of inconsistency and non- 
uniformity in the field of tax litigation as 
a result of the Circuit Court of Appeals de- 
ciding questions which should finally be 
decided by the Tax Court, and therefore, 
to give to the Tax Court a prestige enjoyed 
by other administrative tribunals. The de- 
cision emphasizes that in consideration of 
questions of fact, the Tax Court has primary 
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authority, and that “conflicts are multiplied 
by treating as questions of law what are 
really disputes over proper accounting.” 


The next Supreme Court decision after 
the Dobson case was in Equitable Life Assur- 
ance Society of U. S. v. Com’r, 321 U. S. 560, 
64 Sup. Ct. 722 (1944), wherein the issue 
was whether the petitioner, a mutual life 
insurance company, was entitled to deduct 
from its gross income certain excess interest 
dividends paid within the taxable year. 
Such payments were deductible if they were 
within the term “interest” paid on indebted- 
ness as set forth in the applicable Revenue 
Act. The Court held the question was one 
of fact for the Tax Court to determine and 
that it could not say as a matter of law 
that the payments here involved were within 
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the term “interest” as commonly understood. 


The Circuit Courts of Appeals also have 
rendered several important decisions since 
the Dobson case. In these cases they are now 
treating numerous and diverse questions of 
proper tax accounting as involving ques- 
tions of fact. (Hunter v. Com’r, 140 F. (2d) 
954 (CCA 5, 1944), Repplier Coal v. Com’r, 
140 F. (2d) 554 (CCA 3, 1944) and Denholm 
& McKay Realty Co. v. Com’r, 140 F. (2d) 
554. 


Conclusions of Law and Mixed 
Questions of Law and Fact 


The distinction between “law” and “fact” 
is a difficult judicial limitation to apply when 
a court is endeavoring to decide whether it 
may substitute its findings for that of the 
Tax Court or must accept the Tax Court 
finding as conclusive. 


Before discussing the cases in which the 
difficulty is very apparent, some of the cases 
are considered in which the reviewing court 
has been rather certain that it could sub- 
stitute its judgment for that of the Tax 
Court. Cited are the Dobson and Heininger 
(Smith’s Estate v. Com’r, 144 F. (2d) 759 
(CCA 3, 1944)) cases; Powers v. Com’r, 312 
U. S. 259, 61 Sup. Ct. 509 (1941); Welsbach 
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Engineering Corp. v. Com’r, 140 F. (2d) 584 
(1941); Repplter Coal Co., 140 F. (2d) 554 
(CCA 3, 1944); and Helvering v. Price, 309 
U. S. 409, 60 Sup. Ct. 673 (1940). 


A Judicial Principle 


Since many of the findings of the Tax Court 
involve both law and fact together, the re- 
viewing courts have had great difficulty 
which has caused much of the lack of uni- 
formity that the Supreme Court tried to 
solve in the Dobson case. Thus, since many 
cases involved determinations by the Tax 
Court which could not be separated as to 
law and fact, a judicial principle that such 
determinations were of mixed law and fact 
and therefore reviewable, used by reviewing 
courts as to decisions of other administra- 
tive agencies, had been applied to decisions 
of the Tax Court. 


A good illustration of this type of find- 
ing is a determination of domicile involved 
ina case. In order to determine a person’s 
domicile, his actual presence and present 
intention must be considered according to 
the appropriate state law; this is a finding 
of mixed law and fact. 


Conflict as to Ownership of 
Trust Res 


Findings with regard to the taxation of 
income from trusts have been treated differ- 
ently by the courts. Most of the conflict 
in these cases centers in the problem of 
whether the settlor retained sufficient inci- 
dents of control to make him the owner of 
the trust res. Although findings by the Tax 
Court on this question have been held to 
be those of fact, many other Circuit Courts 
of Appeals have held them to be those of 
law. They sustain this view on the theory 
that the issue almost invariably turns on an 
interpretation of a written document which 
is a question of law that the reviewing Court 
is free to determine for itself. 


A further conflict between the courts 
arises over Tax Court decisions regarding 
the classification of a transfer of property 
either as a sale, a special type of exchange, 
or a reorganization (Helvering v. Tex-Penn 
Oil Company, 300 U. S. 481, 57 Sup. Ct. 569 
(1937) and Com’r v. Capento, 140 F. (2d) 
382 (CCA 1, 1944)). 

Finally, conflict between the courts in re- 
viewing Tax Court decisions is apparent 
from consideration of the cases dealing with 
findings by the Tax Court as to whether 
certain distributions or payments were tax- 
able or exempt gifts (Thomas v. Com’r, 135 
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F. (2d) 378 (CCA 5, 1943) and Bogardus 














v. Com’r, 302 U. S. 34, 56 Sup. Ct. 61 (1932)), Bdtaw_! 
‘ ‘i é the Ci 
The problem of mixed law and fact which veals fi 
has caused most of the difficulty in the above at cot 
cases would seem one which could be solved what i 
if the lower tribunals stated the issues spe- Hj. the 
cifically, setting out the facts and the par- § Courts 
ticular law involved. The Dobson decision § cover 
indicated approval of such a procedure. are co 





It is appropriate to recall that in the Dob- 
son case, the Supreme Court holds that 
when the court cannot separate the elements 
of a decision so as to identify a clear mis- 
take of law, the decision of the Tax Court 
must stand. It is, however, still settled that 
where the Tax Court decision is based on 
an erroneous rule of law, the Circuit Court 
of Appeals can reverse the Tax Court (Har- 
ris v. Com’r, 140 F. (2d) 809 (CCA 2, 1944). 











Conclusion 





It is necessary to state the problems dis- 
cussed herein are not unique with regard 
to judicial review of Tax Court decisions 
but are equally present as to judicial review 
of decisions of other federal administrative 
agencies; and within the field of tax litiga- 
tion itself, the problems are applicable to f 
judicial review of United States District 
Court decisions. 











The discussion has shown that separation 
of the judicial and administrative functions 
has been difficult to maintain in the field 
of taxation for three reasons: (1) lack of 
a proper standard for distinguishing “ques- 
tions of law” from “questions of fact”; 
(2) as a by-product of this lack, the use of 
the phrase “mixed question of law and fact” 
to enable the Circuit Courts of Appeals to 
review Tax Court decisions—now abrogated 
by the Dobson case; and (3) the fact that 
appeals can come from both the Tax Court 
and the United States District Courts. 


Since appeals can come from the Tax 
Court and district courts, two cases present- 
ing the same type of fact situation and the 
same issues can be decided by different tri- 
bunals but with appellate jurisdiction in the 
jurisdiction in the same Court. The Circuit 
Courts of Appeals and the United States 
Court of Appeals for the District of Colum- 
bia as the appellate courts are supposed to 
reverse the decision below only if it is not 
in accordance with the law. The reasoning 
behind this restriction is that finding as to 
the facts by the trial tribunal is rendered 
by a group of specialists in the tax field 
whose opinions were entitled to accepted as 
authoritative. But this is applicable only to 
the Tax Court. The problem of where to 
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draw the line on judicial review is still with 
the Circuit Court of Appeals so far as ap- 
peals from the United States District Courts 
are concerned. The inadequate standard of 
what is “fact” and what is “law” will still 


be 


the determining factor when the Circuit 


Courts of Appeals are endeavoring to dis- 
cover if the findings of the District Courts 
are conclusive upon them. 





Tax Views of the New Secretary of Treasury 


[RED M. VINSON, the new Sec- 
retary of -the Treasury whose picture 


appears on the cover of this month’s 


TAXES, has expressed very definite ideas 
as to postwar tax policies. The following 
statements are taken from a report made 
by him as Director of War Mobilization 
and Reconversion. 

“We cannot afford a general tax re- 
vision at this time any more than we can 
afford a general elimination of price ceil- 
ings. But in taxation, as in pricing, re- 
visions have been developed to stimulate 
reconversion within the framework of 
the stabilization program. The Con- 
gressional Joint Committee on Internal 
Revenue Taxation and the ‘Treasury 
have proposed these specific changes: 

“1, Advance the payment of refunds 
to which the corporate taxpayer is en- 
titled under existing laws, in order to 
provide businesses with additional work- 
ing capital now. 

“2. Raise the specific excess-profits 
tax exemption from $10,000 to $25,000 
beginning in 1946 to encourage new and 
small businesses. 

“T endorse, as did my predecessor, the 
immediate adoption of these proposals 
as reconversion aids. 

“T regard the modernization of our tax 
structure as the foundation of our entire 
program to reach and maintain full em- 
ployment after the war. 

“In our complicated economy it is not 
easy to see the ultimate effects of taxes, 
on whom they fall nor what they mean 
to the prosperity of the people. After 
the war, Government revenue needs will 
be three times what they have ever been 
in peacetime. The federal tax structure 
will, therefore, be a far bigger factor in 
the economic health and stability of our 
Nation than ever before. 

“I believe the following principles 
should guide us in constructing our tax 
program: 


The only solution to the problem of ob- 
taining uniformity in the field of tax liti- 
gation is to follow the advice of the Supreme 
Court in the Dobson case and also to make 
the Tax Court the sole tribunal with original 
jurisdiction over federal tax litigation whether 
payment of the tax has been made or not. 


[The End] 


“1. Taxes should be levied in such a 
way that they have the least harmful 
effect on the expansion of business in- 
vestment and the creation of jobs, be- 
cause productive employment is the 
source of our standard of living, of all 
income, and of the revenue which the 
Government collects from taxes. 


“2. Taxes should be levied in such a 
way that they have the least harmful 
effect on the maintenance of mass mar- 
kets and mass purchasing power because 
that is the basis of business, labor, and 
agricultural prosperity. 


“3. Taxes must be fair among people. 


“4. Tax policy should be integrated 
with a fiscal policy designed to prevent 
inflation and deflation. 


“Acceptance of these principles means, 
in my opinion, that the personal income 
tax must be the chief source of tax reve- 
nue and the base must be broad. 


“Tt means that we should eliminate as 
far as possible the sales and excise taxes, 
because they not only put an unfair and 
hidden tax burden on those with low 
incomes, but they also restrict markets 
for business. 


“The excess-profits tax should be re- 
pealed after VJ-day. Taxes on business 
earnings should be modified, bearing in 
mind, on the one hand, the revenue needs 
of the Government and, on the other 
hand, the incentive for risk-taking and 
expansion to be gained by the modifi- 
cation. 


“As the Advisory Board of this Office 
has pointed out, the sooner uncertainties 
in postwar tax structure are removed the 
sooner business management will be in- 
clined to make firm commitments for ex- 
pansion and the faster men can be put 
back to work following the wholesale 





cancelation of contracts that will occur 
with the unconditional surrender of Japan.” 





New Secretary’s Tax Views 
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APPELLATE AND LOWER 
COURTS 


Endowment policy proceeds.—Where the 
taxpayer, on a cash basis, elected, under an 
option in endowment policies he had bought, 
to leave the face amounts on deposit with 
the insurer at 3% interest during his life- 
time, taxpayer, upon maturity of the polli- 
cies, was in constructive receipt of the dif- 
ference between the cost and the face values 
of the policies and was taxable thereon. The 
doctrine of constructive receipt is applicable 
despite the taxpayer’s contention that he 
would have had to surrender valuable rights 
in order to obtain the proceeds at maturity, 
since the election to change from one option 
to another was not a part of the insurance 
contract but could be withdrawn by the 
insurer at any time. CCA-2, Henry L. Blum, 
Plaintiff-Appellant v. Joseph T. Hiagins, Col- 
lector of Internal Revenué, Defendant-A ppel- 
lee. 45-2 ustc J 9343. 


Admissible evidence.—Where claim 
refund of floor stocks taxes contained no 
information or evidence, no further evidence 
can be produced at the trial in court. 
authority of Samara v. U. S. (CCA-2), 42-2 
ustc § 9584, 129 Fed. (2d) 594, and Hall & 
Co., Inc. v. U. S. (CCA-2), 45-1 uste § 9236. 
CCA-2, London Weather proofs, Inc., Plaintiff- 
Appellant v. United States of America, De- 
fendant-Appellee. 45-1 ustc § 9237 


Partnership: Capital and services contrib- 
uted.—A partnership agreement between 
father and son, entered into in 1939 in a 
contracting engineering business, 
since 1930 only for reference purposes as 
to work conducted in past years was held 
on its facts to be intended primarily to re- 
allocate family income so that the father 
might mitigate his income tax liability and 
was not recognized for income tax purposes 
where the son’s contribution was valued at 
$7,300 as comnared to $196,181.74 for the 
father, where $117,936.36 of gross receipts of 
$120,936.04 received by the partnership was 
attributable to the partnership assets con- 
tributed by the father, and where the son re- 
ceived 41.05 per cent of the partnership net 
income as against 3.59 per cent of the partner- 
ship capital. CCA-3, Joseph L. Sweigard, Peti- 
tioner v. Commissioner of Internal Revenue, 
Respondent. 45-2 ustc ¥ 9337. 
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Exempt corporations.—A corporation not} ating | 
organized for profit, but organized to induce stock | 
industry to locate in a certain locality inf} mainec 
order to relieve the unemployment problem, quentl: 
was not exempt from tax under Sec. 101(7)B Sec. 5 
or Sec. 101(8), Act of 1938, where it sold} was a 
undivided interests in land to persons whoff (3), A 
pooled their lots so as to permit the tax-§§ credit 
payer to borrow money with which to erect § law fr 
houses thereon, and where taxpayer entered J distrib 
into agreement with a milling company,§ (h), Vv 
renting the houses at a charge to yield the} corpor 
taxpayer a net return of 6% on its certifi- § earnin 
for cates of beneficial interest. The taxpayer § status 
was not exempt under Sec. 101(7), since a § divide 
part of its net earnings inured to the benefit § corpo 
On of a private shareholder, nor was it exempt | 115 c: 
under Sec. 101(8) since it was not operated J deficit 
exclusively for the promotion of social wel- B arise 
fare, and here the taxpayer projected itself § ‘ate: 
into a business of a kind ordinarily carried B /ector 
on privately for profit. CCA-6, Industrial § Kent 
Addition Association, Petitioner v. Commis-§ Comt 
sioner of Internal Revenue, Respondent. 45-1 Pa 
ustc J 9296. Qn 
ners 
siti Revestment of income and corpus in set- § Purp 
tlor.—Settlor was taxable on the entire in- — and | 
come of a trust under Secs. 166 and 167 § hist 
where the trustees, having no adverse inter- § Néss, 
est in the trust, had the power to allocate to F tinge 
the settlor all of the income or to invade § busi 
the corpus for any amount reasonably nec- § mort 
essary to his maintenance and support, or — Part 
any amount to enable him to engage in busi- B Sup 
ness if the business seemed a reasonably — fer 
prudent enterprise to the trustees. CCA-2, A 
William A. Frease, Petitioner v. Commissioner 
of Internal Revenue, Respondent. 45-2 ustc se 
7 9352. (1) 
Estate: Capital gains and anticipated divi- § nes: 
dends.—An estate could not deduct antici- § tial 
pated dividends or deduct capital gains de- § and 
rived from the sale of securities, both of § offic 
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which the taxpayer, executor of the estate, 
distributed to himself as trustee of a trust 
which he was entitled to establish under the 
will. Since the capital gain is allocable to 
the principal of the estate under the appli- 
cable state law (Ohio), and since the an- 
ticipated dividends were not income of the 
estate for the taxable year, neither item was 
deductible under Code Sec. 162(c). CCA-6, 
Charles H. Burchenal, Executor of the Estate 
of Leota G. Burchenal, deceased, Petitioner v. 
Commissioner of Internal Revenue, Respond- 
ent, 45-2 ustc J 9351. 


Undistributed profits surtax relief—The 
taxpayer’s deficit in accumulated earnings 
and profits as of the close of 1936 was 
caused by seven continuous years of oper- 
ating losses and not by distribution of a 
stock dividend in 1930, since a surplus re- 
mained after such distribution. Conse- 
quently, under the retroactive provisions of 
Sec. 501(a)(2), Act of 1942, the taxpayer 
was a deficit corporation within Sec. 26(c) 
(3), Act of 1936, and was entitled to the 
credit for corporations (restricted by state 
law from paving dividends) against its un- 
distributed profits surtax. Code Sec. 115 
(h), which states that a distribution of a 
corporation’s stock is not a distribution of 
earnings and profits, deals with taxable 
status of a stockholder who receives stock 
dividends, and not with the liability of a 
corporation for tax. It follows that Sec. 
115 cannot be used to preclude a corporate 
deficit in earnings and profits which might 
arise out of a stock dividend. CCA-6, United 
States of America, and Seldon R. Glenn, Col- 
lector of Internal Revenue for the District of 
Kentucky, Appellants v. Byron Sash & Door 
Company, Appellee. 45-2 ustc 9341. 


Partnerships: Father and sons.—A part- 
nership did not exist for federal income tax 
purposes where taxpayer promised, orally 
and in a written agreement, to pay each of 
his two sons 25% of the profits of the busi- 
ness, but made such payment wholly con- 
tingent on the sons making good in the 
business. Such commitments constituted no 
more than a conditional assignment of a 
part of taxpayer’s income. CCA-8, Joseph 
Supornick, Petitioner v. Commissioner of In- 
ternal Revenue, Respondent. 45-2 ustc J 9346. 


Association: Successor to dissolved cor- 
poration.—Taxpayer was taxable as an as- 
sociation and not as a co-partnership where 
(1) it was organized to carry on the busi- 
ness of a corporation without any substan- 
tial change; (2) it retained the same name 
and the same owners, the same executive 
officer and the same employees; (3) those 


Interpretations 


who had been stockholders in the corpora- 
tion became owners of certificates of nego- 
tiable shares corresponding to the certificates 
of stock in the corporation; (4) any loss 
was not required to be borne by the certifi- 
cate holders so long as there existed un- 
liquidated property of the taxpayer, and (5) 
the associates were so organized that no 
representative action could be taken except 
by elected officials —CCA-8, Poplar Bluff 
Printing Company, Petitioner, v. Commis- 
stoner of Internal Revenue, Respondent. 45-2 
ustc J 9344. 


Distributions by corperations.—Cash divi- 
dends and dividends in kind made by a cor- 
poration in 1936 in pursuance of a plan of 
liquidation adopted in anticipation of the 
expiration of its charter, but which plan was 
never fully consummated, were held to be 
taxable as ordinary dividends. Such dis- 
tributions can be liquidating distributions 
within the meaning of Sec. 115(c), 1936 Act, 
only when made in complete cancellation 
or redemption of all or a portion of the 
stock. CCA-10, H. C. Jones, Collector o$ 
Internal Revenue, Appellant v. A. K. Dawson, 
Appellee. 45-2 ustc J 9350. 


Worthlessness of investment.—The formal 
order by a District Court in 1937 declaring 
a corporation to be insolvent was the iden- 
tifiable event which established the worth- 
lessness of preferred stock, resulting in a 
deductible loss for that year, where stipu- 
lated facts included the following: Under 
a plan of reorganization approved in the 
same year by the District Court, there was 
no more than a remote possibility that any 
dividends would be paid on the common 
stock which, under the plan, taxpayer was 
to receive for his preferred shares. The 
order approving this plan was reversed, upon 
appeal by bondholders, and under a modi- 
fied plan, confirmed in 1938, taxpayer re- 
ceived no consideration for his shares of 
preferred stock. DC, Mass., Russell B. 
Stearns, Plaintiff v. United States of America, 
Defendant, 45-1 ustc ¥ 9313. 


Bookkeeping entries and adjustments on 
bottles and containers—Deposits as income. 
—Amounts included in the price of Coca 
Cola products which were held in an account 
called “Deposit on cases and bottles” for 
payments to be made on the return of cases 
and bottles, which amounts had accumu- 
lated for a number of years since 1919, and 
and in 1940 were transferred to taxpayer’s 
surplus account, were held to be taxable for 
the year 1940, where it was shown that, 
although in such previous years, when tax- 
payer closed its books, an inventory of all 
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cases and bottles was taken and credited 
to an account of “Cases and Bottles” to 
which all purchases of cases and bottles 
were debited during the year, the resultant 
difference being entered as the value of 
cases and bottles lost, yet the evidence 
showed that no time restriction was placed 
upon the return of such containers, and 
credit or payment for their return was made 
generally to whoever returned the contain- 
ers and not to the particular customer to 
whom they were shipped. DC, Tex., Wich- 
ita Coca Cola Bottling Company, Plaintiff v. 
United States of America, Defendant. 45-1 
ustc J 9308. 


Transfer conditioned on survivorship— 
Remote possibility of reverter.—Decedent 
transferred property in trust, in 1928, for 
the benefit of her daughter or issue, subject 
to the reservation of a life estate in decedent, 
coupled with a power to direct payment of 
income to the daughter. Where the re- 
mainder, together with accumulated income, 
was to be paid to decedent’s executors to 
be disposed of by her will, in the event that 
the daughter and her issue failed to survive 
decedent, it is held, following Fidelity-Phila- 
delphia Trust Co. v. Rothensies, 45-1 ustc 
7 10,168, 65 S. Ct. 508, that the settlor “did 
retain a string or tie, whereby, upon the 
happening of certain contingencies she could 
have regained control of the corpus of the 
trust at least to the extent of making it sub- 
ject to testamentary bequests,” and that the 
corpus of the trust, therefore, is includible 
in decedent’s gross taxable estate. DC, N. Y., 
Katherine C. Williams, Plaintiff v. United 
States of America, Defendant. 45-2 ustc 
1 10,202. 

Expenses of detection—Oral promise of 
reward by revenue agents.—The claimant’s 
allegation in his petition that Internal Reve- 
nue agents orally promised him that if he 
would give information leading to detection 
of anyone for violation of the Internal Reve- 
nue Laws by evading income taxes and to 
recovery of such taxes, he would be re- 
warded by the Commissioner of Internal 
Revenue in accordance with Treasury De- 
cision 4663 to an extent of 10% of the amount 
recovered, cannot be treated as an agreement 
expressed or implied by the Commissioner 
to pay any definite sum. Agents cannot, in 
the absence of express authority, bind the 
Commissioner, and since the only offer of 
the Commissioner was in T. D. 4663, which 
specifically stated that he would pay such 
reward “as he may deem necessary,” the 
claimant is not entitled to recover upon the 
facts alleged. Ct. Cls., John Chase v. United 
States. 45-1 ustc { 9284. 
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Refunds and credits—Debt due RFC off. 
set against refund.—The General Accounting 
Office properly applied in partial liqui- 
dation of the sum of $5,963.51 owed the 
RFC by the plaintiff the sum of $3,104.87 
owed to the plaintiff by the Government as 
a refund of processing taxes paid by the 
plaintiff, though no part of the processing 
tax claim was included in the collateral given 
to secure the RFC loan. Ct. Cls., Cherry 
Cotton Mills, Inc. v. The United States. 45-} 
ustc J 9300. 








Income taxable to grantor—Contingent 
accumulations.—Taxpayer-grantor was tax- 
able on moneys retained by trustees of trusts 
he created for his children, after certain 
payments to the beneficiaries, the money to 
be paid on deficits owing to beneficiaries for 
previous years, and the balance, if any, to 
be paid to the grantor if then living. Sec- 
tion 167 (a) (1), Act of 1936, providing that 
trust income held for future distribution to 
the grantor is taxable, and Art. 167-1, Reg. 
04, are applicable, even though there is un- 
certainty of a distribution to the grantor, 
since under this section the income need not 
be held unconditionally for future distribution 
to the grantor. Ct. Cls., A. Atwater Kent v. 
The United States. 45-1 ustc § 9287. 


Dividends v. capital gains—Partial liqui- 
dation.—Taxpayer’s gain on sale of stock to 
the issuing corporation was taxable as a 
capital gain only to the extent of the 30% 
limitation provided in Sec. 117 (a), Act of 
1936, and not taxable to a 100% extent as 
provided in Sec. 115 (c), Act of 1936, as an 
amount distributed in partial liquidation, as 
that term is defined in Sec. 115 (i), where 
the issuing corporation bought the stock 
from random stockholders, some of whom 
sold part of the stock and some of whom 
sold none, and where the corporation’s 
stated purpose was to rearrange its capital 
structure so as to permit those who were in 
active management of its business to retain 
control of the company through ownership 
of its stock. The spirit of the pertinent stat- 
ute was to prevent a distribution of dis- 
guised dividends, but a gain derived by only 
one stockholder has none of the elements of 
a dividend. Nor does the transaction come 
within the letter of Sec. 115 (i), which de- 
fines partial liquidation as a transaction 
which results in “complete cancellation or 
redemption of a part” of the corporation's 
stock, where the corporation’s charter pro- 
vided that any stock redeemed, purchased, 
or otherwise acquired by the corporation 
might be sold at whatever price its board 
of directors fixed, since this provision made 
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the stock purchased from the taxpayer not 
“completely cancelled or redeemed.” One 
dissent. Ct. Cls., Trust Company of Georgia 
and James E. Dickey, Trustees for Charlotte 
Louise Woolford v. The United States. 45-1 
ustc § 9288. 


TAX COURT 


Lessor’s loss from lessee’s abandonment 
of assets.—Taxpayer owned a railroad of 
approximately 110 miles, subject to a 999- 
year lease executed in 1890, which provided 
for delivery, at the end of the lease, of the 
property in the original good order and 
condition. In the taxable year, taxpayer, 
in accordance with the terms of the lease, 
joined the lessee in securing permission to 
abandon 1.97 miles of the road, and it was 
abandoned. The rental payable under the 
lease was not increased or decreased by the 
abandonment. The Tax Court holds there 
was no deductible loss under Code Sec. 23 
(f) resulting from the abandonment, inas- 
much as the taxpayer, by joining in abandon- 
ment proceedings, under the circumstances, 
did not deprive itself of its rights at the 
end of the long-term lease to receive the 
property in the same good order and con- 
dition as at the date of the lease, and not 
until the termination of the lease could the 
taxpayer know whether it had been deprived 
of anything because of the abandonment. 
Beech Creek Railroad Company v. Commis- 
sioner. CCH Dec. 14,574. 


Insurance—“‘Assumption of risk.”—Dece- 
dent took out three life insurance policies, 
naming his mother as beneficiary, and paid 
premiums thereon. The policies contained a 
provision that in the event of death of the 
insured by self-destruction within two years, 
the company would be liable only in an 
amount equal to the premiums paid and no 
more. Decedent committed suicide within 
the restricted period. Held, the amounts 
received by the mother pursuant to the terms 
of the policies were not received by her as 
insurance, under section 811 (g) of the In- 
ternal Revenue Code, and must be included 
in full in the decedent’s gross estate, under 
Sec. 811 (c) of the Code, citing Helvering v. 
LeGierse, 41-1 ustc J 10,029, 312 U..S. 531. 
Estate of William Douglas Chew, Jr., Carrie 
Cole Chew, Mother and Sole Heir v. Commis- 
sioner. CCH Dec. 13,953. 


Attorneys’ fees in establishing right to be 
executrix.—Taxpayer was named executrix 
oi her husband’s estate, the bulk of which 


was left in trust. The residuary estate 
was to be held in trust and the income 
therefrom paid two-thirds to taxpayer and 


Interpretations 


one-third to a daughter. Taxpayer elected 
to take against the will, received half the 
principal, and the trust for her benefit was 
cancelled. Taxpayer continued to act as co- 
executor under the will and as co-trustee 
for the benefit of her daughter as to the 
remaining half. Taxpayer received as fees 
an aggregate of $127,500 up to 1937, and 
$7,500 in 1938. In 1940, a trustee ad litem 
appointed by the Orphans’ Court sued to 
disqualify taxpayer as co-executor on the 
grounds that taxpayer had changed her state 
of residence, and had elected to take against 
the will. Taxpayer retained attorneys to 
represent her in the proceeding and on ap- 
peal. She was disqualified in the original 
suit and required to repay compensation she 
had received in 1938 and 1939. On appeal 
in 1940 the Orphans’ Court was reversed, 
and taxpayer was reinstated as co-trustee. 
The Commissioner disallowed as a deduc- 
tion from taxpayer’s gross income in 1940, 
fees paid for attorneys’ services in connec- 
tion with the litigation. The Tax Court 
holds that the attorneys’ fees in question are 
deductible under Code Sec. 23 (a). Annie 
Laurie Crawford v. Commissioner. CCH Dec. 
14,562. 


Improvements to leased property—Les- 
sor’s acquisition upon cancellation of lease.— 
Original lessee in 1928 erected a building on the 
leased premises, at a cost of $97,000. Tax- 
payer thereafter acquired the premises as 
trustee under the will of the lessor. In 
settlement of its liability for default under 
the long-term lease, taxpayer’s lessee in 
1934 assigned the lease to a corporation 
organized by the taxpayer to receive it. All 
of the stock of the corporation belonged 
to taxpayer, and the corporation’s sole func- 
tion was the holding of the lease. The 
taxpayer supervised the subletting of the 
premises and collected the rents and applied 
them to trust uses. Upon dissolution of the 
corporation in 1939, the lease was formally 
cancelled. The Commissioner contended 
that the trust received income in the amount 
of $70,000 in 1939, upon termination of the 
lease, through its acquisition of the improve- 
ments which the original lessee at its own 
cost had constructed thereon. The Tax 
Court holds on these facts that the taxpayer 
had first received surrender of the leased 
property in 1934 and any income realized by 
it through acquisition of improvements 
erected thereon by the original lessee was 
income realized in 1934 and not in 1939. 
Eugene Grigsby Trust, Security-First National 
Bank of Los Angeles and Stewart P. MacLen- 
nan, Trustees v. Commissioner. CCH Dec. 
14,559. 
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A. A. A. taxes: Formal requirements of 
claims: Admissibility of evidence.—The 
matter for immediate disposition was the 
Commissioner’s motion to strike certain 
evidence offered at the original hearing 
which was held before the Processing Tax 
Board of Review. Taxpayer, a cloth manu- 
facturer, made a claim for refund of proc- 
essing tax in 1937, and before any action by 
the Commissioner, amended its claim in 1939, 
claiming refund of the full amount of the 
tax paid. The schedules attached to the 
first claim and the amended claim estab- 
lished that, under the statutory formula, 
Sec. 907(a), Act of 1936, all of the process- 
ing tax had been presumptively shifted to 
others. Except for the usual schedules, the 
only remaining ground for the claim was 
set forth in a statement of “Other Evi- 
dence” attached to the first claim, asserting 
that the tax had been absorbed by taxpayer 
and not shifted to others. The Commis- 
sioner examined the books and records of 
taxpayer in connection with its claim, but 
was not apprised at that time, or through 
the allegation of the claim, or otherwise, of 
any contention in support of the claim on 
the ground that taxpayer manufactured mo- 
hair cloth during certain periods and not 
others. In 1940, the Commissioner rejected 
the claim on the ground that the data sub- 
mitted with the claim did not establish that 
taxpayer bore the burden of the tax, and 
gave notice that taxpayer might file a peti- 
tion with the Processing Tax Board for a 
hearing on the merits of the claim. On the 
original hearing before the Board, taxpayer 
offered its evidence to rebut the statutory 
presumption, as permitted by Sec. 907(e), 
and to show that it was by reason of its 
temporary profitable venture into the manu- 
facture of mohair cloth, that the margin 
showing became unfavorable. The Com- 
missioner moved to strike this evidence 
which had been omitted from the claim as 
filed. The Board went out of existence by 
operation of law without ruling on the admiss- 
ability of the evidence. Taxpayer appealed 
from a decision in its favor but in an as- 
sertedly inadequate amount. The decision 
was reversed and remanded to the Tax 
Court for proceedings tantamount to a 
hearing de novo. The Commissioner again 
moved to strike the evidence. Taxpayer 
contended that the Commissioner waived 
the formal requirements of the claim by in- 
vestigating its merits. The Tax Court holds, 
on the authority of Angelus Milling Co. v. 
Com., 45-1 ustc $9310, that the evidence 
should be stricken since it related to a 
ground for refund which was not specified 
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in the taxpayer’s refund claim. Moreover, 
since the present claim was complete on its 
face and presumably was considered by the 
Commissioner without respect to the addi- 
tional information which taxpayer sought 
to adduce, the Commissioner did not waive 
the formal requirements. Cherokee Textil 
Mills v. Commissioner, CCH Dec. 14,589, 





Partnership not taxable: Husband and 
wife.—For many years the taxpayers were 
engaged in business as equal partners until 
1941 when their wives were made equal 
partners with them. From the evidence it 
was not clear that the wives received pro- 
prietary interests in the business of value 
as the result of purported gifts made by 
taxpayers on December 23, 1940. The 
wives brought no new capital into the busi- 
ness and contributed no services. The part- 
nership represented certain woolen mills 
which manufactured fabrics for the auto- 
mobile industry and all of the income of the 
company from its inception consisted of 
commissions received upon sales made by 
the petitioners. It is held that the Com- 
missioner did not err in taxing the entire 
income of the partnership for 1941 to the 
taxpayers equally. Clarence L. Fox v. Com- 
missioner; R. C. Getsinger v. Commissioner, 


CCH Dec. 14,596. 


Deductions: Losses: Equivalent prop- 
erty reacquired.—In 1929, taxpayer bought 
a seat on the New York Coffee and Sugar 
Exchange for $24,000. On November 24, 
1941, he purchased another membership on 
the exchange for $1,100. Eight days later, 
he sold the membership acquired in 1929 
for $1,000. In his return for 1941 taxpayer 
claimed a long-term capital loss deduction 
of $11,500, 50% of the difference between 
what he paid for the membership in 1929 
and what he sold it for in 1941. The Com- 
missioner disallowed the deduction on the 
ground that the transaction was a “wash 
sale” within the purview of Code Sec. 118. 
The Tax Court holds that Sec. 118, which em- 
braces wash sales, deals only with sales of 
shares of stock or securities, and has no appli- 
cation here. The Tax Court holds, however, 
that before a loss deduction is allowable, 
there must have occurred some transaction 
which when fully consummated left the tax- 
payer poorer in a material sense. Inasmuch 
as here identical property was reacquired, 
the realization of loss was not genuine, the 
taxpayer’s position was unchanged, and de- 
duction of a loss on the exchange was not 
allowable under Code Sec. 112 (b) (1). 
Frederick R. Horne v. Commissioner, CCH 
Dec. 14,610. 
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Liquidated corporation—Income from un- 
ompleted contracts.—A corporation, which 


had been reporting income from long-term 
construction contracts on the completed 
contract method of accounting, was liqui- 


dated in the taxable year. Several con- 

tracts were left uncompleted. In its return 

jor the last taxable period of its existence, 

the corporation did not report any income 

from such uncompleted contracts. The as- 

sets of the corporation, including such con- 

tracts, were transferred to the principal 

stockholder, who completed the contracts in 

the taxable year and reported all the profits 

therefrom in his own return. The Com- 

missioner determined the profit on each of 

jour of the largest contracts by computing 

the ratio of costs on each contract up to the 

date of dissolution and allocating the total 

profits on each contract to the corporation 
and the taxpayer by use of the ratio. The 
taxpayer contended that the corporation had 
no taxable income from these contracts at 
the date of the dissolution because the con- 
tracts were incomplete at that time and the 
corporation’s method of accounting took 
in only profits or losses computed as of the 
date the contracts were completed. The 
Tax Court holds that under Code Sec. 41, 
the method of accounting in connection with 
long-term contracts is authorized only if it 
clearly reflects income with consistency, and 
if the taxpayer remains in existence. Once 
a corporation using such a method is liqui- 
dated in a taxable year and prior to comple- 
tion of the contracts, the completed contract 
method of accounting no longer can clearly 
reflect income for the final period, and a 
reallocation of income by the Commissioner 
in proportion to the work done by the re- 
spective parties is warranted. Jud Plumbing 
& Heating, Inc., a Dissolved Corporation Act- 
ing through Ed. J. Jud, President and Director 
ut the Time of Dissolution and T. W. Neely, 
Director at the Time of Dissolution, Constitut- 
ing a Majority of the Board of Directors v. 
Commissioner ; Alice Gorrell Jud (wife of Ed. 
J. Jud), Transferee v. Commissioner; Ed. J. 
Jud, Transferee v. Commissioner. CCH Dec. 
14,573. 


Partnership not taxable—Gifts of interests 
to wives ineffective——Rehearing granted, 
this decision supersedes that appearing at 
CCH Dec. 14,510, in which it was held that 
taxpayers’ gifts of an interest in their laun- 
dry business to the wife of each were in- 
effective for partnership taxation purposes. 
Taxpayers had entered into a joint agree- 
ment with their wives, providing for admis- 


Interpretations 





sion of their wives into their laundry business, 
each party to have an undivided one-fourth 
interest. The agreement provided that the 
taxpayers alone could fix the compensation 
from the business, but there was no evidence 
that any of the income was ever distributed 
to the wives. Either taxpayer could pre- 
vent sale or assignment, during his wife’s 
life, of the interest he allegedly gave her. 
Upon death, neither wife had a right to dis- 
pose of the property by testament. Each 
husband could succeed ‘to the interest of his 
wife upon her death, but there was no pro- 
vision entitling the wife to her husband’s 
share. Such a wife received only a one-third 
interest in her husband’s share and the sur- 
viving taxpayer-husband had a right to buy 
not only her one-third interest in her hus- 
band’s share but her one-fourth interest in 
the partnership business. On these facts, 
the Tax Court holds that neither taxpayer 
intended to nor did effectuate a valid, com- 
pleted gift of any interest in the business, 
that the effect of the agreement was nothing 
more than a mere assignment of income, and 
that inasmuch as neither wife contributed 
capital, aside from the ineffective gift, and 
inasmuch as neither wife contributed services 
before or after the agreement, no partnership 
existed for federal tax purposes. Carl P. 
Munter v. Commissioner; Sidney S. Munter v. 
Commissioner. CCH Dec. 14,555. 


Wife’s holding shares in dissolved corpo- 
ration—Gifts to wife—Taxpayer’s wife 
joined in hypothecation of insurance policies 
under which she was beneficiary, in order 
that he might borrow money and purchase 
125 shares, half of the corporate stock of a 
corporation in which he held the other 125 
shares. Thereafter he gave her ten shares. 
Later, taxpayer, his wife, and an auditor 
decided that a partnership would be more 
economical, that taxes would be saved, and 
necessary capital more easily borrowed, as 
a partnership; and thereafter taxpayer de- 
cided to and did give his wife 115 shares 
by unconditional irrevocable gift. The stock 
certificates were delivered to her. There- 
after the corporation was dissolved, one-half 
oi the assets delivered to taxpayer and one- 
half to his wife (they assuming all corporate 
liabilities), and they entered into a partner- 
ship, on equal terms as to gains, losses, and 
control. The wife had a substantial separate 
estate. Taxpayer conducted the business 
operations of the partnership, the wife ren- 
dering no services. On a finding by the 


Tax Court that the wife owned part of the 
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corporate stock before any idea of a part- 
nership arose and that she, with her hus- 
band, assumed the corporate liabilities upon 
liquidation of the corporation, and that the 
gifts made by the husband were a transfer 
of property rights and no mere assignment 
of right to income, it was held that the 
Commissioner erred in assessing taxpayer 
upon the entire partnership income. Davis 
B. Thornton v. Commissioner. CCH Dec. 
14,565. 


Dissolution of old partnership—Forma- 
tion of family partnership—Gift contribu- 
tions.—For several years prior to 1941 
taxpayers operated a metal plating business in 
Jackson, Michigan, as equal partners. Early 
in 1941 they decided to bring their wives 
and six of their children, three of whom 
were minors, into the partnership with them. 
They agreed among themselves that each 
should split up his one-fourth interest in the 
business among the members of his family; 
that the existing partnership should be dis- 
solved; and that a new partnership should 
be formed by all parties contributing their 
interests in the business to the new partner- 
ship. In accordance with such agreement 
new articles of copartnership were executed 
by the 14 members on January 3, 1941. 
Thereafter the partnership business was 
conducted in the same manner as before, un- 
der the management of taxpayers, except 
that the profits were distributable to the 
14 partners on the basis of their respective 
interests. The Tax Court holds that each 
taxpayer is taxable upon one-fourth of the 
partnership profits for 1941. Camiel Thorrez 
z. Commissioner ; Joseph Michner v. Commis- 
sioner; Walter Michner v. Commissioner; 
Edward A. Forner v. Commissioner. CCH 
Dec. 14,560. 


Liquidation—Agreement not to compete. 
—Taxpayer and two others owned all the 
stock of a corporation whose earnings were 
very substantial. By agreement in 1938, 
operations of the corporation were suspended 
for 714 years, the two other stockholders 
assumed managership of a competing com- 
pany and leased the corporate machinery 
and equipment with an option to purchase. 
It was also agreed that the corporate stock 
should not be sold or transferred to any- 
body outside their respective families. Tax- 
payer retained his stock, and, as part of the 
agreement, advanced money to the other 
two stockholders, for a share of the profits 
in the new company. In 1940, liquidating 
dividends were paid to all the shareholders 
in the full amount of their stock holdings. 
It was agreed that should operations again 


be resumed, the amounts received in liqui. 
dation would be returned. In the taxable 
years, taxpayer received various payments 
from the other stockholders as agreed, and 
reported them as capital gains. The Tax 
Court holds that these payments were ordi- 
nary income to taxpayer, not derived from 
the sale or exchange of a capital asset, but 
representing a share of the profits derived 
by the other stockholders in the new busi- 
ness. George W. Yost v. Commissioner; 
Juanita Yost v. Commissioner. CCH Dec. 
14,580. 


TAX COURT— 
MEMORANDUM OPINIONS 


Late filing of appeal.—Taxpayer air 
mailed to the Tax Court a letter dated Janv- 
ary 10, 1944, postmarked January 11, 1944 
reciting that the taxpayer was appealing 
from Commissioner’s deficiency notice. The 
letter was received by the Tax Court on 
January 14, 1944. When the case came on 
for hearing, it appeared that the Commis- 
sioner’s deficiency notice was dated October 
15, 1943. The Commissioner filed his an- 
swer, but raised no question as to the juris- 
diction of the Tax Court, by reason of the 
filing of the petition after the expiration of 
the 90-day statutory period. The Tax Court 
holds that it cannot assume jurisdiction. That 
a taxpayer may have mailed his letter by 
air-mail in what he considers sufficient time 
to reach the Court prior to the expiration oi 
the 90-day period, does not aid him. If 
the date of the deficiency notice, October 15, 
1943, was the date of its mailing, then the 
petition received by the Court on January 
14, 1944, was received and filed on the 
ninety-first day after the mailing of the de- 
ficiency notice, and not therefore within the 
time required to give the Court jurisdiction 
to hear and decide the controversy involved. 
The Court ordered, therefore, that the tax- 
payer show cause on or before June 20, 1945, 
why this proceeding should not be dismissed 
for lack of jurisdiction. Leo. J. Beacon (Rever- 
end) v. Commissioner. CCH Dec. 14,554(M). 


Improper accumulation of surplus—Loans 
to principal stockholders.—Taxpayer was 2 
corporation in the lumber business, having 
a capital stock in 1924 of $275,000. It was 
owned by three stockholders. In 1941, tax- 
payer paid dividends of $13,750, leaving un- 
distributed profits to accumulate in the sum 
of $28,830.31. Had this amount been dis- 
tributed, additional individual income taxes 
of the three stockholders would have 
amounted to $12,529.32. In 1941, net sur- 
plus was $160,081.40, and cash and govern- 
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ment bonds on hand, $96,934.80. The 
only outstanding liabilities were accounts 
payable, $2,893.23, and accrued income and 
excess profits taxes, $32,828.93. Each of the 
three stockholders that year received $12,000 
in salary, and $12,000 as a loan, bearing 2 
per cent interest. All previous loans had 
been repaid. In 1941, taxpayer had no defi- 
nite plans for improvements. Inventories, 
however, required a larger investment, due 
to rise in prices of merchandise. The Tax 
Court holds taxpayer was liable to Code 
Sec. 102 surtax by reason of failure to dis- 
tribute earnings with the purpose of avoid- 
ing surtax on its stockholders, since the 
transfer of undistributed income took place 
in the form of loans, conferring upon the 
stockholders the benefits of corporate profits 
without the surtax effect of the declaration 
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, 1944, of an equivalent dividend. The taxpayer’s 
pealing contention that prospective needs of the 
e. The business were increased, thus calling for the 
urt on 





retention of funds, was refuted by the fact 
that taxpayer did not retain the amounts but 
loaned them to stockholders, who used the 
funds for purposes which precluded antici- 
pation of repayment upon demand. Christ- 
mann Veneer <& Lumber Company, a 
Corporation v. Commissioner. CCH Dec. 
14,570(M). 


Reasonable compensation—Close corpora- 
tion—The sole issue was whether the com- 
pensation, consisting of salaries and bonuses 
paid by taxpayer to its president and vice- 
president in 1940 and 1941 constituted rea- 
sonable compensation for their services, so 
as to be allowable as deductions. For 1940: 
The president and vice-president of tax- 
payer, engaged in manufacture and sale of 
paints, were paid $18,000 and $15,200 and 
the Commissioner disallowed the deduction 
of $3,000 of each amount. Taxpayer was 
largely, though not wholly, owned and con- 
trolled by members of one family and the 
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0, 1945, two officers owned more than 60% of its 
smissed g Stock. The Commissioner allowed as rea- 
(Rever-§ sonable compensation the same amounts 
554(M).§ Which were paid in 1939. The evidence 








showed that the taxpayer’s net sales in- 
creased from $458,475 in 1939 to $465,049 in 
1940, and that after payment of all expenses, 
as well as a dividend of $8 per share the 
corporate surplus at the end of the year had 
increased from $56,174 to $75,718. The presi- 
lent of taxpayer, in addition to performing 
his executive duties, personally made sales 
totalling $168,859 and the vice-president 
made sales of $106,358, and though they 
Were not paid a commission, since the tax- 
payer’s salesmen received 10% on such sales, 
the value of the sales made by the officers 
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was almost equal to the compensation they 
received. The Tax Court holds that for 
1940 the compensation paid was reasonable. 
For 1941: Taxpayer paid a total of $28,800 
and $26,600 to the same officers. These 
amounts represented an increase of. $10,800 
for the president, and $11,400 for the vice- 
president. The Commissioner disallowed 
$6,000 of each amount, thus approving some 
increase over 1940. The net sales of the 
taxpayer increased from $465,049 in 1940 
to $672,994 in 1941; the earnings from 
$25,792 to $35,080; the corporate surplus 
from $75,718 to $110,799. Sales were 
made by the two officers in the amount of 
$206,271.91 and $133,581.12. The Tax Court 
holds that the facts indicate an increasing 
corporate prosperity and the rendering of 
further valuable services by the taxpayer’s 
officers which merit the allowance of in- 
creased compensation. However, the Com- 
missioner’s determination in allowing for 
1941 the deduction of amounts substantially 
in excess of compensation paid in prior 
years, though not as much as claimed, is 
held to have been presumptively correct and 
not to have been overcome by the evidence. 
The Clinton Company, a Corporation v. Com- 
missioner. CCH Dec. 14,572(M). 


Compensation for services—Constructive 
receipt.—On June 10 of the taxable year tax- 
payer was notified that he was eligible for 
retirement and that his active employment 
with his employer would terminate as of 
that date. He was told that he was eligible 
for retirement pay under an employees’ pen- 
sion plan, and was furnished a form on which 
to make application for such pay. However, 
taxpayer, believing such pension benefits 
might bar him from other employment and 
not wishing to retire at his age, 57, refused 
to sign the application. According to a plan 
in operation a retired employee was given 
a 3-month pre-retirement leave with pay, 
and checks for approximately $603, or 3 
months’ pay, were sent to taxpayer after he 
was removed from active service. Other pen- 
sion checks were sent him under a plan put 
into effect soon after taxpayer left the com- 
pany. Taxpayer contends that while he may 
have received such checks, he has never 
cashed them, and has at all times disclaimed 
any intention of doing so. He never re- 
turned any of the pension checks to the 
company or to the issuing bank. He did 
not know how many of the checks he still 
had, nor did he know what became of the 
others. The Tax Court holds that although 
in Giannini v. Com., 42 B. T. A. 546, it had 
ruled that “no one is compelled to accept 
compensation. * * *” Giannini is not here con- 
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trolling although taxpayer had refused to 
cash any of the pension checks, inasmuch as 
the taxpayer held some of them in his pos- 
session and was free to cash them at will. 
The Tax Court holds, therefore, that the 
amounts received as retirement pay were 
includible in taxpayer’s gross income as addi- 
tional compensation. William Archibald Hed- 
rick v. Commissioner, CCH Dec. 14,575 (M). 


Items not deductible—Liability of prede- 
cessor.—Taxpayer corporation, as successor, 
in 1939 received from a partnership its en- 
tire business and all its assets, subject to 
all its liabilities, taxpayer to assume and 
pay all liabilities incident to the partnership 
business, including liability for damages on 
suits then pending in court. Taxpayer in 
1939 and 1940 made payments in settlement 
of claims arising in 1935 against its prede- 
cessor, the partnership. Taxpayer deducted 
as “law expenses” the entire amount of the 
payments made in settlement, claiming it 
was deductible under Code Sec. 23 (a) as an 
ordinary and necessary expense in carrying 
on its trade or business, or as a loss sus- 
tained within the meaning of Sec. 23 (f). 
The Tax Court holds that the payments 
were made in satisfaction of liabilities in- 
curred in the course of operations, not of 
the taxpayer, but of its predecessor, and that 
they were payments of part of the consider- 
ation for the acquisition of assets, capital 
expenditures, and were not deductible under 
Sec. 23. The Court did allow, however, as 


deductible, $276.27 for attorneys’ fees in ° 


connection with one of the settlements, as 
services rendered not to the partnership, but 
to the taxpayer, at the express instance and 
request of the taxpayer, and for its account. 
Holdcroft Transportation Company v. Com- 
missioner. CCH Dec. 14,557(M). 


Irrevocable family trusts.——In 1936, tax- 
payers, husband and wife, transferred com- 
munity property to the husband as trustee 
for their four minor children. The trusts 
were irrevocable and for long terms. Only 
under certain named conditions could the 
trustee in his sole discretion distribute any 
income prior to the beneficiary’s attaining age 
21 and no such distributions were to be made 
in any of the taxable years. Distribution 
of certain percentages of the trust estate 
was mandatory when beneficiary attained 
the ages of 21 and 25. Between the ages 
of 30 and 50, the trustee could distribute 
the balance of the trust or hold it, depending 
upon the beneficiary’s demonstrated ability 
to manage, control and conserve. After 
beneficiary reached age 30, if trustee decided 
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to hold, monthly or quarterly distributioy 
of income was mandatory. Termination 
was mandatory when beneficiary reached 
age 50. In case of death of a beneficiary 
the remainder went to others than the grant. 
ors.. No powers were reserved to alter o; 
amend the trusts in any way. Provision wa; 
made for additional trustees. In the taxable 
years the beneficiaries were all minors. The 
net income of each of the trusts was accu- 
mulated by the trustee in behalf of the re. 
spective beneficiaries. On the authority oj 
J. M. Leonard, wherein the same question 
was decided, with the material provisions oj 
the trusts involved in both cases alike, the 
Tax Court holds that no part of the income 
of the four trusts was taxable to taxpayers 
as gross income under Code Sec. 22, as in- 
come of a revocable trust under Sec. 166, or 
as income for the benefit of taxpayer grant- 
ors under Code Sec. 167. The same decision 
was made for the years to which corre 
sponding sections of the 1938 Act are ap- 
plicable. O. P. Leonard v. Commissioner; 
Margery Leonard v. Commissioner. CCH Dec. 


14,577(M). 


Annuity contracts—Taxpayer in 194) 
purchased nine annuity contracts for which 
he paid a lump sum of $60,000. In the tax- 
able years 1940 and 1941, taxpayer received 
annuity payments thereon. Each contract 
provided for payment to designated benef- 
ciaries of the balance of the premium not 
paid to taxpayer during his lifetime, and 
each was supported by reserves computed 
by reference to taxpayer’s life expectancy 
and to an assumed interest rate varying 
from 3 to 4 per cent. The payments to be 
made were computed with regard to the 
age and life expectancy of taxpayer. Tax 
payer contends that the payments to him 
are not annuities as that term is used in 
Code Sec. 22 (b) (2), which provides that 
amounts received as an annuity under an 
annuity or endowment contract shall be in- 
cluded in gross income, up to an amount 
not in excess of three per cent of the ag- 
gregate premium. Taxpayer further con- 
tends that if applicable to the present facts, 
the section is unconstitutional. The Tax 
Court holds that the section is constitv- 
tional, and that taxpayer is taxable for 1940 
and 1941 to an extent of three per cent 0! 
the premium paid, even though it might ap- 
pear impossible for the principal to be re- 
turned to taxpayer during his lifetime. 
Max Manne v. Commissioner, CCH Dec. 
14,588(M). 


Additional assessments of tax.—In years 
prior to 1941 and 1942 taxpayer imported 
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erchandise into the United States and paid 
ystoms duties thereon in the years of im- 
portation on the basis of values approved 
by the customs authorities. In 1941 and 
1942 taxpayer, at the direction of the cus- 
toms authorities, reappraised such merchan- 
Jise and paid additional duties shown by 
the reappraisals to be due thereon. The 
amounts of the additional duties were ac- 
crued and paid by the taxpayer in the years 
1941 and 1942 as business expenses and de- 
ducted as such in its income tax returns for 
those years. The Commissioner disallowed 
the deductions on the ground that the addi- 
tional customs duties were not accruable in 
the years designated but in the prior years 
of the importations to which they pertained. 
Deficiencies in income tax were determined 
on the basis of such disallowance. Held, 
that customs duties are taxes regardless of 
how they are treated in accounting practice 
and that as such they are accruable in the 
years of the importations of the merchandise 
to which they pertain unless all events had 
not transpired within such years to fix lia- 
bility therefor. Held, further, since the facts 
of record do not disclose that all such events 
had not so transpired, that the Commission- 
ers determination should be sustained. 
Keller-Dorian Corporation v. Commissioner, 


CCH Dec. 14,593(M). 


Discretion in trustee to revoke.—In 1932, 
taxpayer set up a trust, comprising a provi- 
sion which gave the trustee the power to 
use any part of the trust income “as shall be 
necessary” for the taxpayer’s support or 
maintenance. Another provision empow- 
ered the trustee, “for the purpose of meet- 
ing any emergency” to use any part of the 
corpus of the trust for the benefit of the 
taxpayer. The Tax Court holds that under 
Code Sec. 166, if a trust comprises a power 
to revest in the grantor title to any part of 
the corpus, unless the trustee has a substan- 
tial adverse interest, the entire income of 
the trust is taxable to the grantor. Inas- 
much as here the trustee had the power to 
use the corpus for the benefit of the tax- 
payer, and was strictly a compensated trustee 
having no adverse interest to the taxpayer, 
the trust income fell squarely under the pro- 
visions of Sec. 166. Emilie J. Heine v. Com- 
missioner, CCH Dec. 14,597(M). 


Clifford rule—The Commissioner con- 
tended that the income of a trust created 
by the taxpayer in 1936 for the benefit of 
his children was taxable to the taxpayer 
under Code Sec. 22 (a) within the rationale 
of Helvering v. Clifford, 309 U. S. 331, 40-1 
ustc 9265. The Tax Court holds that al- 


Interpretations 


though the trust contained some of. the 
features of the Clifford trust, in that the 
taxpayer retained, as trustee, powers of in- 
vestment and reinvestment equal to those 
possessed by an individual and endeavored 
to limit his liability for any loss incurred 
from his management of the trust affairs, 
any resemblance to the Clifford trust ceased 
at that point. Differences include the fol- 
lowing: The trust was for a long term 
(lifetime of the survivor of the grantor and 
his wife) and was irrevocable. The income 
was not subject to distribution in the tax- 
able years but had to be accumulated for 
distribution upon termiration of the trust to 
issue of the taxpayer, and there was no 
temporary reallocation of income within an 
intimate family group as in the Clifford 
case. Although the taxpayer retained un- 
limited power to invest trust property, this 
was not enough to make the income of the 
trust taxable to him under Sec. 22 (a). 
L. J. S. Brody v. Commissioner, CCH Dec. 
14,607(M). 


Compensation for personal services.—De- 
ficiencies in income tax and excess-profits 
tax for 1940 and 1941 were determined by 
reason of disallowance by the Commissioner 
of $8,144 of the $20,000 salary paid by tax- 
payer to its president-treasurer and the dis- 
allowance of $10,655.20 of the $20,000 salary 


paid to its vice-president-general manager, 
for 1940 and 1941. Taxpayer, a Minnesota 
corporation, is in the business of designing 
and building both low temperature and high 
temperature ovens for testing purposes and 
the heat treatment of various metals and 
materials. Taxpayer prospered prior to 
1931 but had difficulty in surviving through 
the years 1931 to 1936. Salaries were scaled 
down accordingly. Near the close of 1939 
conditions began to improve, and a marked 
increase in sales occurred in 1940 and 1941, 
so that gross sales far exceeded the pre- 
depression volume. As a result of the un- 
usual amount of work thrown upon the two 
officers, they at times worked as long as 60 
hours without sleep. The Tax Court holds 
that the salaries in question were reason- 
able compensation for the personal services 
actually rendered, the facts showing that the 
capital investment is small, and the success 
of the business is attributable to the unusual 
abilities of the two officers. The opinion 
points out that the low salaries paid in the 
two years preceding the taxable years were 
due, not to a lessening in the services ren- 
dered by the officers, but to the inability of 
taxpayer, because of depressed business con- 
ditions, to pay more. Despatch Oven Com- 
pany v. Commissioner, CCH Dec. 14,648(M). 
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STATE TAX 


ALABAMA 





September 1 
Automobile dealers’ reports due. 


September 10-—— 
Automobile dealers’ reports due. 


Oil and gas conservation tax report and 
payment due. 


Report of manufacturers, distributors and 
service licensees of alcoholic beverages 
due. 


Tobacco wholesalers and jobbers report 
due. 


Tobacco stamp and use tax report and 
payment due. 
September 15—— 


Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 


Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 


Income tax installments due. 


Motor carriers’ mileage report and tax 
due. 


September 20—— 
Automobile dealers’ reports due. 


Coal and iron ore mining tax report and 
payment due. 


Gasoline tax report and payment due. 


Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 
Sales tax reports and payments due. 


September 30—— 
Document filing taxes report due. 


ARIZONA 


September 1 
Private car line and express company re- 
ports due. 


September 5—— 
Alcoholic beverages licensee’s report due. 


Second Monday 
Tax due on unsecured personal property 
within $200 value. 


September 10—— 


Wholesalers of mat, vinous and spiritu- 
ous liquors reports and payment due. 
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CALENDAR 


September 15—— 
Gross income reports and payments due. 
Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 


September 25—— 


Motor vehicle fuel distributors’, whole. 
salers’ and carriers’ reports and _ pay. 
ments due. 













































ARKANSAS 





September 1 

Transportation, freight line, private car 

line and railroad company mileage re- 
ports due. 


September 10—— 
Alcoholic beverages consumers’ sales taxes 

































































due. Septem! 
Motor fuel carriers’ report due. Alcot 
Natural resources severance tax report por 
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Septem 
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Cigarette reports due. Mote 
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Alcoholic beverage reports due. Sales 
Oil and gas reports and payments due. Use 
September 20—— Septen 
Gross receipts tax report and payment Coal 
due. 
Use fuel tax report and payment due. Septer 
September 25—— Coal 
Motor fuel tax report and payment due. 
CALIFORNIA 
September 1 
Common carrier distilled spirits tax re- Septe 
port and payment due. Ga: 
Gasoline tax report and payment due. 
September 15—— “~— 
Beer and wine report and tax due. sie 
Distilled spirits report and tax due. Septe 
2nd installment of franchise and corpora- Fu 
tion income tax due. Ga 
Use fuel tax report and tax due. 
Sept 
September 20—— Al 
Motor carriers’ gross receipts tax due. 1 
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COLORADO 
September 5—— 


Alcoholic beverage manufacturers’ re- 
ports due. 


Motor carriers’ tax due. 


September 10—— 
Motor carriers’ report due. 


September 14—— 
Sales tax reports and payments due. 
Use tax reports and payments due. 


September 15—— 
Coal mine owners report due. 


September 25—— 
Coal royalty tax due. 


Gasoline (including diesel fuel) tax re- 
ports and payment due. 


CONNECTICUT 
September 1 
Gasoline tax due. 


September 10. 
Cigarette tax reports due. 


September 15—— 


Fuel use tax report and payment due. 
Gasoline tax report due. 


September 20-—— 


Alcoholic beverage tax return and pay- 
ment due. 


State Tax Calendar 


DELAWARE 
September 15—— 
Filling stations’ gasoline tax report. 
Manufacturers and importers of alcoholic 
beverages report due. 
September 30—— 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


Last day to pay Kent County property 
taxes. 


DISTRICT OF COLUMBIA 
September 1 
Half property taxes due. 
Bank gross earnings tax report due. 


Gas, electric and telephone companies’ re- 
port due. 


September 10—— 


Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages report 
due. 


Licensed manufacturers’ and wholesalers’ 
of beer report due. 


September 15—— 
Tax on beer due. 


September 25—— 
Gasoline tax report and payment due. 


September 30—— 
Last day to pay property taxes. 


FLORIDA 
September 1 


Auto transportation companies’ reports 
and taxes due. 


September 10—— 


Agents’ and wholesalers’ cigarette tax re- 
ports due. 


Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 


September 15—— 


Gasoline sales, use and storage tax reports 
and payment due. 


Transporters’ and carriers’ alcoholic bev- 
erages reports due. 


September 25—— 
Oil and gas severance tax and reports due. 
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September 30—— 
Transporters’ gasoline tax report due. 


INDIANA 
September 1 
Alcoholic vinous beverage tax due. 


September 15—— 
sapece = Alcoholic vinous beverage tax due. 
| “W | ; I, Fuel use tax reports and payment due. 


sa il® September 20—— 
Bank share tax report and payment due. 


Building and loan association’s intangible 
GEORGIA ilding an iation’s intangible 


tax report and payment due. 
September 10—— 


Cigar and cigarette report due. September 25 
Liquor wholesalers’ reports due. Gasoline tax report and payment due. 
Motor carriers’ reports due. 


September 15 IOWA 
Malt beverage tax report due. September 10—— 


September 20—— 


; Cigarette vendors’ reports due. 
Gasoline tax report and payment due. 


Class “A” permittees make beer tax re. 


port and payment. 
IDAHO 


September 10 September 20—— 
Beer dealers’ report due. Gasoline tax report and payment due. 


Dairy products substitutes dealers’ reports September 30— 
due. 


Last day to pay second half of genera! 
September 15—— property taxes. 


Gasoline tax report and payment due. Second installment of income tax due. 
Electric power companies’ report and tax 

due. 
Cigarette wholesalers’ drop shipment re- KANSAS 

ports due. September 1 


Property tax due. 


September 5—— 
Wholesalers’ cigarette reports due. 


Second installment of income tax based 
on calendar-year return due. 
September 30 
Public utilities annual report due. 
September 10—— 
ILLINOIS Malt beverage report and tax due. 
September 10—— Wholesalers’ and distributors’ alcoholic 
Motor carriers’ mileage tax due. and malt beverage reports due. 
Wholesalers’ stamp reports due. 
September 15—— 
Alcoholic beverage tax reports due. September 15—— 
Cigarette tax return due. Carriers’ gasoline and fuel use tax reports 


Public utilities report and tax due. due. ; 
Sales tax report and payment due. Compensating tax report and payment 


due. 
September 20—— Motor carriers’ gross ton mileage tax re 
Gasoline tax report and payment due. port and payment due. 
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eptember 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 


September 25—— 
Gasoline tax report and payment due. 


KENTUCKY 
September 1 


Bank deposit tax due. 

Escheat reports due. 

Franchise reports due. 

Property tax returns due. 

Stored distilled spirits reports due. 


September 2—— 
Distilled spirits property tax due. 


September 10—— 


Amusement and entertainment report and 
tax due. 


Cigarette tax reports due. 


Refiners’ and importers’ gasoline tax re- 
port due. 


September 15—— 
Alcoholic beverage reports due. 
Fuel use tax reports and payment due. 
Passenger carriers’ mileage tax due. 


Public utilities’ gross receipts tax reports 
and payment due. 


September 20-—— 


Oil production tax report and payment 
due. 


September 30 


Dealers’ and transporters’ gasoline tax re- 
port and payment due. 


LOUISIANA 
September 1 
Tobacco wholesalers’ reports due. 


September 10—— 
Alcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 


September 15—— 
Alcoholic beverage carriers’ reports due. 


Intoxicating liquor manufacturers’ and 
dealers’ report due. 


Lubricating oil carriers’ reports due. 
Tobacco reports due. 


State Tax Calendar 


September 20—— 
Alcoholic beverage reports and tax due. 
Fuel use tax report and payment due. 
Gasoline dealers’ reports and tax due. 
Kerosene dealers’ reports and tax due. 


Lubricating oil dealers’ reports and tax 
due. 


New Orleans City sales and use tax report 
and payment due. 


Petroleum solvents report due. 
Sales and use tax report and payment due. 


MAINE 
September 10—— 
Manufacturers and wholesalers of malt 
beverages report due. 
September 15—— 
Use fuel tax report and payment due. 


September 30—— 
Gasoline tax report and payment due. 


MARYLAND 
September 10—— 
Admissions tax payment due. 


September 30—— 


Purchasers of cargo lots of motor fuel 
report due. 


Gasoline tax report and payment due. 
Beer tax report and payment due. 


MASSACHUSETTS 
September 10—— 


Alcoholic beverage excise tax report and 
payment due. 


Meals excise tax report and payment due. 
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September 15—— 


Cigarette distributor’s tax report and pay- 
ment due. 





September 30— 
Motor fuel tax report and payment due. 


MICHIGAN 


September 5—— 


Carriers’ gasoline tax report and payment 
due, 


September 10—— 


Common and contract carrier report and 
fees due. 


September 15—— 
Sales tax reports and payment due. 
Use tax reports and payments due. 


September 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Last day to make gas and oil severance 
tax report and payment. 


MINNESOTA 





September 1 


Gross earnings taxes of railroads semi- 


annual payment due. 





September 10 


Wholesalers’, brewers’ and manufacturers’ 


alcoholic beverage reports due. 


September 15—— 


Interstate motor carriers’ mileage tax due. 


Income tax (second installment) due. 
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September 23—— 
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Distributors’ gasoline tax report and pay Electric 
ment due. Gasolin 

Speci fuel tax report and payment 
— use fue x rep payment Septembe 
Produc 
September 30—— finers 

Motor fuel distributors’ report and pay. 
ment due. ~ BSeptembe 
Expres 

MISSISSIPPI 
September 5—— 

Factories’ reports due. Septemb 
September 10-—— owes 
Admissions tax reports and payment due. se 
September 15—— a A septemt 
Retailers, wholesalers and distributors oj ar 
light wines and beer report due. aha 
Gasoline tax reports and payment due. Contie 
Sales tax reports and payment due. Geach 





Manufacturers, distributors and whole- 
salers of tobacco report due. 





[tiner 





Use tax reports and payment due. 





Timber severance tax reports and pay- 
























ment due. 7 Septem 
Third quarterly installment of income tax Cased 
aso 
due. 
Septem 
September 25—— wd 
: Fuel 
Oil severance tax and report due. C 
1aSO 
MISSOURI 
September 1—— 
Second installment of income tax due. Septen 
Property tax of utilities due. Man 
Corporation registration fee due. te 
pe 
September 5—— Mor 
Non-intoxicating beer permittees’ report ‘, 
due. 
Septe: 
September 10—— Use 
Receivers of petroleum products report 
due. Septe 
Mi 
September 15—— 
Retail sales tax reports and payment due. 
September 25—— 
Use fuel tax report and payment due. Septe 
Sti 






MONTANA 








September 15—— Ey 
Brewers, wholesalers and transporters of | 

beer report and payment due. 
Stat: 






it due, 


whole- 


| pay- 


ne tax 


report 


report 


ers of 


razine 


Carriers’ gasoline tax reports due. 
Electric companies’ report and tax due. 
Gasoline tax reports and payment due. 


September 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum reports due. 
September 30—— 
Express companies license due. 


NEBRASKA 


September 1 
Second installment of real property taxes 
(except in Omaha), including City of 
Lincoln real property taxes delinquent. 
September 15—— 


Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 


Carriers’ gasoline tax report due. 
Gasoline tax reports and payments due. 
Itinerant vendors’ reports due. 


NEVADA 
September 15—— 
Gasoline carriers’ tax report due. 
September 25—— 


Fuel users’ tax reports and payment due. 
Gasoline dealers’ reports and payment due. 


NEW HAMPSHIRE 


September 10 


Manufacturers’, wholesalers’ and permit- 
tees’ alcoholic beverages report due; 
permittees’ payment due. 


Monthly report of agents of unlicensed 
fire insurance companies due. 
September 15—— 
Use fuel tax report and payment due. 


September 30-—— 
Motor fuel report and tax due. 


NEW JERSEY 
September 1 


Street railway, traction, heat and power 
and gas and electric light companies 
excise tax and report due. 

Express, power, oil or pipe line, palace, 
parlor and sleeping car companies gross 
receipts tax due. 


State Tax Calendar 


September 10—— 


Busses in municipalities gross receipts re- 
port and tax due. 


Jitneys in municipalities gross receipts re- 
port and tax due. 


Report and excise tax on interstate busses 
due. 


September 30—— 


Carriers’ gasoline tax report due. 


Distributors’ gasoline reports and pay- 
ment due. 


NEW MEXICO 
September 1 
Express company reports due. 


September 15—— 


Occupational gross inome tax reports and 
payment due. 


Oil and gas conservation report due. 

Severance tax and report due. 
September 20—— 

Motor carriers’ report and tax due. 

Pipe line operators’ license tax due. 
September 25—— 


Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 


NEW YORK 
September 1—— 


3ank tax report and payment due. 





September 20—— 


Alcoholic beverage taxes and reports due. 


September 25—— 


New York City public utility excise re- 
turns and payments due. 
Conduit companies’ taxes and reports due. 


Quarterly report and tax due from all 
utilities. 


September 30—— 


Gasoline tax reports and payment due. 


NORTH CAROLINA 





September 10 


Railroads’ alcoholic beverage report and 
tax due. 


Carriers’ gasoline tax reports due. 


Unfortified wine additional tax and reports 
due. 


September 15—— 


Income tax third installment payment for 
those not on fiscal year basis due. 


Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


September 20—— 


Franchise bus carriers’ and franchise 
haulers’ reports and payment due. 


Gasoline and other motor fuels taxes and 
reports due. 


NORTH DAKOTA 


September 1 
Cigarette tax reports due. 
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Alcoholic beverage tax reports and pay 
ment due. 

















































Cigarette tax reports due. 



































Gasoli 


Gasoline tax reports and payment due. repo 
Interstate motor carriers tax due. Sales | 
Third installment of income tax due, Tobac 
September 25—— Septemt 
Coal 1 
Use fuel tax report and payment due. 
Fuel t 
Gasol 
OHIO due 
Use t 
September 10—— 
Admissions tax report and payment dy 
Class “A” and “B” permittees’ alcoholif 
beverage reports due. Septem 
Cigarette wholesalers’ report due. Last 
September 15—— Septem 
Cigarette use tax report due. _ 
{ 
September 20—— 
P : ' Septer 
Dealers’ gasoline tax reports due. Mot 
September 30 Alco 
Carriers’ gasoline tax report due. - 
Tangible and intangible property tax ©4S¢ 
(last half) due. Use 
Gasoline tax due. Septer 
Gas 
OKLAHOMA 
September 1—— 
Oil, gas and mineral gross production ref Septet 
ports and payment due. Las 
D 
September 5—— Mo 
Operator’s report of mines other than cod 
due. Septe 
Ma 
September 10 Im; 
Airports’ gross receipts report and ta r 
due. 
Alcoholic beverage reports and paymeti Septe 
due. Ma 


Stat 


September 15—— 
Second half of income tax due. 


Gasoline dealers’, retailers’ and carriers’ 
report due. 


Sales tax reports and payment due. 
Tobacco products reports due. 


September 20-—— 
Coal mine operator’s report due. 
Fuel use tax report and payment due. 


| Gasoline distributors’ reports and payment 
due. 


Use tax reports and payment due. 


OREGON 


September 4—— 
) Last day to pay corporation franchise tax. 


September 10—— 
Oil production tax reports and payment 
due. 
I September i ee 
Motor carriers’ report and tax due. 


Alcoholic beverage tax report: and pay- 
ment due. 


Gasoline tax reports due, 
Use fuel tax report and payment due. 


September 25—— 
Gasoline tax payment due. 


PENNSYLVANIA 
4 September 1 


Last day to file public utilities report and 
pay tax. 


Motor carriers’ gross receipts report due. 
September 10—— 


Malt beverage reports due. 


Importers of spirituous and vinous liquors 
report due. 


September 15—— 


Manufacturer’s alcoholic beverage tax re- 
port and payment due. 


han cog 


and tat 


yay meni 


— dala ; 


rg 


State Tax Calendar 


Employer’s return of tax withheld at the 
source under the Philadelphia income 
tax due. 


Third installment of Philadelphia income 
tax due. 


September 30—— 
Gasoline tax reports and payment due. 


RHODE ISLAND 


September 10—— 
Tobacco products’ tax reports due. 


Manufacturers’ alcoholic beverage report 
due. 


September 15—— 


Gasoline tax report and payment due. 


SOUTH CAROLINA 
September 10—— 


Admissions tax reports and payment due. 


Last day to make power tax return and 
payment. 


Beer and wine wholesalers report due. 
Soft drinks tax report and payment due. 


September 15—— 
First day property taxes due. 


September 20—— 


Gasoline tax report and payment due. 


Users of fuel oil tax return and payment 
due. 


Dealer of fuel oil report due. 


September 30—— 
Phosphates royalty due. 





SOUTH DAKOTA 





September 1 
Motor carriers of passengers tax due. 
September 10—— 


Interstate motor 
taxes due. 


carriers’ reports and 


September 15—— 
Alcoholic beverage sales report due. 
Carriers’ gasoline tax report due. 
Dealers’ gasoline tax report due. 
Use fuel tax report and payment due. 


September 20—— 


Passenger mileage tax due. 


Second installment of income tax on banks 
and financial institutions due. 


TENNESSEE 





September 1 

Cotton seed oil mills’ report due. 
September 10—— 

Last day to make alcoholic beverages report. 

Barrel tax on beer due. 

Carriers gasoline tax report due. 
September 15—— 

Users of fuel file report. 

Carriers of use fuel report due. 
September 20 


Distributors’ gasoline tax report and pay- 
ment due. 


Liquid carbonic acid gas tax due. 
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TEXAS 





eptembe: 


Motor transportation license and occ Alcohol 








pation tax due. ment 
September 15—— septembe 
Tax remittance and report due from ole Electric 
margarine dealers. port 
September 20-—— es 
Motor fuel tax report and payment dy panic 
Oil and gas well services’ reports an 
gross receipts tax payments due. Beptemb 
Users of liquefied gases and liquid {ugg Gasol 


tax reports and payment due. 
September 25—— 


Carbon black production tax report anf Septemt 
payment due. 


Oil production tax reports and paymer 
due. 


Prizes and awards of theatres tax report 
and payment due. 


Natural gas production tax report and pay- 
ment due. 


September 30—— 
Oil carriers’ reports due. 





































UTAH 
September 10—— 















, 3 Brev 
Liquor licensee reports due. ee 
Carriers’ use fuel tax report due. 

September 15—— Septen 
Use fuel tax report and payment due. “— 
Third installment of income (franchise) Be ‘ 

tax due. Cigs 
Sales and use taxes and returns due. Oce 

September 25—— “ 
Distributors’ and retailers’ gasoline tax Uti 





report and payment due. 
Carriers’ gasoline tax report due. 





























Sta 


September 10—— 


Daymen| 
reports 


ind pay: 


due. 
nchise 


VERMONT 
eptember 10—— 
Alcoholic beverage tax reports and pay- 
ment due. 
september 15—— 


Electric light and power companies’ re- 
port and tax due. 


Car or transportation, express, railroad, 
steamboat, telegraph and telephone com- 
panies file annual reports. 


September 30-—— 
Gasoline tax reports and payment due. 


VIRGINIA 


Beer dealers, bottlers and manufacturers 
report due. 


September 20 
Carriers gasoline tax reports due. 
Use fuel tax reports and payment due. 


September 30-—— 
Gasoline tax reports and payment due. 


WASHINGTON 
September 10—— 


Brewers and manufacturers of malt prod- 
ucts report due. 


September 15—— 


Butter substitutes reports and payment 
due. 


Cigarette reports due. 
Occupation tax and returns due. 


Sales and compensating tax and returns 
due. 


Utilities gross operating tax and return 
due. 


September 20—— 
Use fuel tax reports and payment due. 


September 25—— 
Gasoline tax reports and payment due. 


WEST VIRGINIA 


September 10 


Brewers’ and beer distillers’ reports and 
payments due. 

Winery and distillery licensees’ reports 
due. 


September 15—— 
Sales tax reports and payments due. 


September 30—— 
Gasoline tax reports and payment due. 


WISCONSIN 
September 1 


Beer tax reports due. 


September 10—— 
Alcoholic beverages tax reports due. 
Tobacco products return due. 


September 20—— 
Gasoline tax reports and payment due. 


WYOMING 
September 10 
Carriers’ gasoline tax reports due. 
September 15—— 
Sales tax reports and payment due. 


Wholesalers’ gasoline tax reports and 
payment due. 


Dealers’ gasoline tax reports due. 
" Use tax reports and payment due. 
September 20—— 

Motor Carriers’ tax and reports due. 
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September 10—— 

Last day for payment by employer to 
authorized depositary of taxes with- 
held on wages during the preceding 
month if withholdings were more than 
$100 during the month. 


September 15—— 


If requirements for filing declaration of 
estimated tax were first met after June 
1 and before September 2, declaration 
for 1945 and one-half of estimated tax 
(less estimated withholding of tax) for 
such year is due. Form 1040-ES. 


Payment required of one-quarter of 1945 
estimated tax (after credit for estimated 
tax withholding) found due March 15, 
1945, or one-third of the balance of es- 
timated tax found due June 15, 1945. 
Those required to file declaration for 
the first time pay one-half of the 1945 
estimated tax found due. 


Third quarterly payment due on 1944 in- 
come and excess-profits tax for calen- 
dar year corporations, estates and trusts. 


Forms 1041, 1120, 1120H, 1120L, 1121. 


Corporation income tax and excess prof- 
its tax returns due for fiscal year ended 
June 30. Forms 1120 and 1121. 

Entire income-excess profits taxes or 
first quarterly installment due on re- 
turns for fiscal year ended June 30. 
Forms 1040, 1041, 1120, 1121, 1120H, 
1120L. 

Entire income tax or first and second 
quarterly installments due under gen- 
eral extension (citizens abroad, etc.) 
for fiscal year ended March 31, with 
interest at 6% from May 15 on first 
installments. Form 1040 or 1120. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended March 31. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax returns due for fis- 
cal year ended June 30. Form 1041. 

Foreign partnership return of income due 
by general extension for fiscal vear end- 
ed March 31. Form 1065. 

Individual income tax returns due by gen- 
eral extension for fiscal year ended 


March 31, in case of American citizens 
abroad. Form 1040. 
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Individual income tax return due for { 
cal year ended June 30. Form 1040, 


Last quarterly income-excess profits tag 
payment due for fiscal year ended Sey 
tember 30, 1944.. Forms 1040, 104 
1120, 1120H, 1120L, 1121. 


Last quarterly income tax payment du 
on returns of nonresidents for fiseg 
year ended June 30, 1944. Forms 1040B 
1040NB, 1040NB-a, 1120NB. 


Life insurance company income tax re 
turns due for fiscal year ended June 3 
Form 1120L. 


Monthly information return of stockholé 
ers and directors of foreign personal 
holding companies due for August. Form 
957. 

Nonresident alien individual income tax 
return due for fiscal year ended Ma 
31. Form 1040B. 


Nonresident alien individual income ta 
return due (no U. S. business or office) 
for fiscal year ended March 31. Forms 
1040NB, 1040NB-a 


Nonresident foreign corporation income 
tax return due for fiscal year ended 
March 31. Form 1120NB. 


Partnership return of income due for fis 
cal year ended June 30. Form 1065. 


Resident foreign corporations and domes 
tic corporations with business and books 
abroad or principal income from U. § 
possessions—returns due for fiscal year 
ended March 31, by general extension. 
Forms 1120 and 1121. 


Second quarterly income-excess profits 
tax payment due for fiscal year ended 
March 31. Forms 1040, 1041, 1120, 
1120H, 1120L, 1121. 


Second quarterly income tax payment due 
on returns of nonresidents for fiscal 
year ended December 31, 1944. Forms 
1140B, 1120H, 1120L, 1120NB. 

Stockbrokers’ monthly return of stamp 
account due for August. Form 838. 


September 20—— 


Monthly information return of ownership 
certificates and income tax to be paid 


at source on bonds due for August. 
Form 1012. 
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